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NOTE FROM THE SERIES EDITORS 



James R. Barth 
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Glenn Yago 
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Our nation’s banking institutions were in a constant state of turmoil 
throughout the 1980s. During that period and into the early 1990s, 1,273 
savings and loans with assets of $640 billion failed, 1,569 commercial and 
savings banks with $264 billion in assets failed, and 2,330 credit unions with 
$4 billion in assets failed. The cost of resolving this crisis in the banking 
industry eventually surpassed $190 billion, the majority of which was paid for 
by the taxpayers. 

The savings and loan crisis that gave this book its title, though painfully 
real in its economic consequences, was largely a politically manufactured 
event. It was a classic case of financial institutions facing structural and 
macroeconomic changes that were exacerbated by politically motivated policy 
missteps resulting in a crisis produced by regulatory failure. The replication of 
this pattern of inappropriately restrictive regulations repeats itself around the 
world in massively costly bank runs and market collapses that burden 
governments and taxpayers and close capital markets to firms. 

A remarkable consensus emerges from the data and analysis in this 
volume. Former regulators, scholars, and legal and financial practitioners 
converge in their conclusions now, despite the fact that they had often taken 
opposing positions in the troubled decade of the eighties. The U.S. savings 
and loan crisis was not a unique event but was rather a precursor of banking 
crises around the world. Two thirds of IMF members have suffered a banking 
or financial market crisis. Moreover, the causes of the crisis here were the 
same as those found in crises around the world: government-directed lending 
combined with inappropriate deposit insurance and poorly devised regulations 
that restricted a class of financial institutions to holding specific asset classes. 
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The resulting unnecessarily fragile financial sector is evidence of the 
importance of diversification. 

Another conclusion reached in this volume is that one must consider the 
industry and its regulation as a whole. In order to fully understand the 
problems of the 1980s, one must examine the whole process of financial 
service provision - from how managers make decisions about products and 
investments to how regulators generate and enforce the rules governing the 
actions of those managers. In order to derive the important lessons for the 
future, one must understand the regulatory, political, sociological, legal and 
economic events, and how they react in confluence. 

Typically, governments act only after the onset of a crisis and then 
overcompensate in their reaction, thereby exacerbating problems. During the 
savings and loan crisis, the government deregulated too late in response to the 
interest-rate crisis, inappropriately deregulating liabilities before assets. Such 
a regulatory flip-flop explains how the government entered into contracts that 
it subsequently breached, creating the final stage of the savings and loan crisis 
-the goodwill stage highlighted in this volume. 

This crisis was, ironically, largely a creation of poorly designed deposit 
insurance, faulty supervision, and restrictions on investments that prevented 
savings and loans from using financial innovations to successfully hedge the 
interest rate and credit risks they faced in the late 1970s and early 1980s. The 
inability of savings and loans to diversify their portfolios beyond fixed-rate 
home loans lay at the root of this crisis. Despite any impressions to the 
contrary, it is made clear in this volume that the collapse of this financial 
industry sector was not caused by fraud. The savings and loan industry 
exploded when an unexpectedly sharp rise in interest rates in the late 1970s 
and early 1980s drove virtually all savings and loans into massive economic 
insolvency. Nobel Laureate economist Robert Mundell noted in private 
correspondence that the savings and loan crisis occurred in the context of the 
appreciation of the dollar against other currencies causing a twist in the term 
structure that created savings and loans losses from which, as this volume 
shows, they could not extricate themselves given the regulatory chokeholds 
imposed upon them. From 1979 to 1983, unanticipated double-digit inflation 
coupled with dollar depreciation led to negative real interest rates. When 
savings and loans extended their lending base and their capital ratios 
worsened, conditions weakened in the industry. When the Federal Reserve 
then belatedly tightened monetary policy, short term rates soared over 20 
percent, savings and loans were squeezed, and the crisis was underway. 

The sociology of the crisis is also examined in this volume and important 
conclusions are drawn. Once a crisis erupts, finger-pointing rather than 
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problem-solving triggers "herd behavior” by the media, the government and 
the public. This makes it difficult to distill reality from perception, all too 
often resulting in the wrong parties being blamed. The complex web of events 
that comprise what we know now as the “savings and loan crisis” were 
distorted by media misrepresentations that bled into and out of the political 
and regulatory environment. 

Following the crisis, litigation as a form of regulation became the policy 
of the Federal Deposit Insurance Corporation, the federal government and the 
Resolution Trust Company (RTC). By bringing great pressure to bear on the 
owners, officers and even employees of seized savings and loans, the 
government was able to coerce most defendants to settle. However, for those 
that sought their day in court, the result was more often than not exoneration. 
The government’s record in cases that went to trial in 1994 was about two 
losses for every win. Some of the highest profile cases that the government 
was forced to make in court, including Charles Keating’s Lincoln Savings and 
Loan, and Thomas Spiegel’s Columbia Savings and Loan, resulted in 
acquittals or in the reversal of convictions on appeal. Indeed, most sanctions 
were reversed in the obscurity of the federal appellate courts, which 
concluded that the government had abused the judicial process (e.g., 
Crestmont, Delta Savings, Franklin Savings, Gibraltar, and National). 

That regulatory witch-hunt contributed heavily to precipitating a collapse 
in the prices of the assets that it tainted. Profitable institutions were converted 
into government-owned “basket cases.” Nowhere was this more apparent than 
in the high-yield market, which was singled out by regulators and politicians 
for especially harsh treatment, despite the fact that high-yield bonds only ever 
comprised a maximum of 1.2 percent of the industries’ total assets. Indeed 
most of the ultimately “resolved” savings and loans that held high-yield bonds 
were already insolvent by 1985 before any of them had invested a penny in 
the high-yield market. Moreover, prior to the regulatory taint that induced a 
price collapse in 1989, high-yield securities were the industry's best 
performing long-term asset. 

The savings and loan crisis resulted in the single largest nationalization of 
private property in U.S. history. The government seized solvent and insolvent 
institutions with some $640 billion in assets. Through the passing of the 
Financial Institutions Reform and Recovery Act and the creation of the RTC, 
the government pursued a retribution-centered response to America’s 
depository institution crisis. 

With the passage of time, data analysis replaces accusations and cooler 
heads prevail in drawing the lessons of regulatory failure that are so aptly 
described in this volume. Over a decade after the savings and loan crises, the 
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Milken Institute in conjunction with the Andersen School of Business at 
UCLA gathered data and scholars from varying perspectives to reflect upon 
the policy failures that resulted in the crisis. 

As in medicine, the careful study of classic cases yields abundant 
information to students, scholars, and practitioners. Each can learn how to 
devise better policies to enable financial institutions to adjust to changes in 
their operating environment, rather than preventing them from engaging in the 
effective risk management that can ensure sustainable growth and profitability. 

In sorting the fact from the fiction of the regulatory failures that made up 
the savings and loan crisis, this definitive volume teaches the lessons of how 
to avoid future financial-policy pratfalls. Most of the factors responsible for 
initiating and exacerbating the industry’s problems were preventable as is 
documented in this volume. 

What happened to the savings and loan industry during the 1980s was 
regrettable and costly both in financial and in human terms. However, this 
situation provided our nation with both a challenge and an opportunity. The 
challenge was to correct bad policies while simultaneously resolving the 
failed savings and loans. The opportunity was to learn from the mistakes that 
were made. The savings and loan crisis taught us the important lesson that one 
must design banking regulations in such a manner as to allow institutions to 
adapt to changing competitive market forces. This basic message applies not 
only to the U.S., but to every other country around the world. This volume 
seeks, not only to set the record straight about what caused the savings and 
loan crisis, but also to focus attention on the lessons that should have been 
learned from this difficult period in the history of U.S. banking and thereby 
help prevent future banking crises everywhere. 




FOREWORD 



Robert L. Bartley 

Editor Emeritus, The Wall Street Journal 

As this collection of essays is published, markets, regulators and society 
generally are sorting through the wreckage of the collapse in tech stocks at the 
turn of the millennium. All the more reason for an exhaustive look at our last 
“bubble,” if that is what we choose to call them. We haven’t had time to 
digest the lesson of the tech stocks and the recession that started in March 
2001. After a decade, though, we’re ready to understand the savings and loan 
“bubble” that popped in 1989, preceding the recession that started in July 1990. 

For more than a half-century, we can now see clearly enough, the savings 
and loans were an accident waiting to happen. The best insurance for financial 
institutions is diversification, but the savings and loans were concentrated 
solely in residential financing. What’s more, they were in the business of 
borrowing short and lending long, accepting deposits that could be withdrawn 
quickly and making 20-year loans. They were further protected by Regulation 
Q, allowing them to pay a bit more for savings deposits than commercial 
banks were allowed to. In normal times, they could ride the yield curve, 
booking profits because long-term interest rates are generally higher than 
short-term ones. This world was recorded in Jimmy Stewart’s 1946 film. It’s 
a Wonderful Life. 

This world came apart in the inflation of the 1970s (I would say, though 
this is another book, with the collapse of the Bretton Woods monetary system 
culminating in Richard Nixon closing the gold window on August 15, 1971). 
There used to be an unlovely word, “disintermediation, ’’meaning that savers 
were not satisfied with the paltry returns on savings accounts, and pulled out 
their money looking for more profitable alternatives. These withdrawals 
undermined the capital base regulators required savings and loans to hold 
against their outstanding loans. The loans, moreover, typically were at fixed 
rates of interest- fixed, that is, before inflation drove all interest rates higher. 
The savings and loans’ profits turned to losses as inflation pushed short rates 
above long rates fixed in steadier times. And their deposit base collapsed with 
financial innovation, in particular the spread of money market funds allowing 
savers a market rate of interest. 

Not so incidentally, the federal government insured thrift deposits, and 
was on the hook if savings and loans didn’t have the cash flow to cover 
withdrawals. In its wisdom, or rather through a midnight coup by savings and 
loan champion Representative Fernand St Germain, Congress increased the 




limit on deposit insurance to $100,000 per account in 1980, in one swoop 
more than doubling the government’s exposure. 

Then came a double whammy, not only inflation, but double-dip 
recessions in 1980 and 1982. In mid-1981, Richard T. Pratt, the chief thrift 
regulator as chairman of the Federal Home Loan Bank Board, testified that 80 
percent of the 4,600 institutions under his care were suffering operating 
losses, and that a third of them were not “viable under current conditions.” 
The “most troubled” 263 savings and loans faced losses totaling $60 billion, 
against capital value of some $15 billion. 

Mr. Pratt decided that the economy could ill afford a string of savings 
and loans failures in the midst of a recession, and in a series of highly 
controversial decisions offered “regulatory forbearance” to postpone the 
inevitable to a day when the general economy might better bear it. He 
explained what he was doing, and indeed another day arrived with the boom 
starting in 1983. Yet as the economy grew healthier little or nothing was done 
about the savings and loans, as various Congressmen intervened to stop 
regulators from closing their pets and contributors. In 1989, finally, Congress 
passed FIRREA, the Financial Institutions Reform, Recovery and 
Enforcement Act. I consider this the most destructive single piece of 
legislation since the Smoot-Hawley Tariff. In effect, it nationalized the thrift 
industry at a market peak, to liquidate its assets in the succeeding trough. 
Taxpayers are paying the price all over again as the Court of Claims rules in 
favor of certain savings and loans closed despite earlier governmental 
promises of forbearance and good will. 

It’s too early to say what we’ll ultimately decide about the tech stocks; perhaps 
their “bubble” was indeed spontaneous. But it’s now clear that the savings and 
loans bubble was not a market failure. It was one regulatory boondoggle stacked on 
another. The essays in this book elaborate in a more scholarly fashion. 

Oh, readers may wonder how the whole debacle got started, why weren't 
savings and loans more diversified, why were they only in the business of 
borrowing short and lending long? The answer to this lies in the New Deal 
banking legislation, designed by Congress and the Roosevelt administration to 
splinter the financial industry and break the power of the House of Morgan 
and other evil bankers. A historic sideshow called the Pecora hearings focused 
on banking skullduggery in the midst of the stock market crash, fixing in the 
public mind that the problem was bankers, rather than, say, mistaken 
monetary policy, the tariff or the horrendously mistimed tax increase in 1932. 1 



1 Editor’s note: The Pecora hearings of 1933 focused on allegedly abusive commercial banking 
practices. 
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The savings and loans crisis, that is, was born in the efforts of politicians to 
scapegoat businessmen and financiers for the Great Depression. 

In memoriam. Robert Bartley, editor emeritus of the Wall Street 
Journal, died December 10, 2003. 
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Journalism, it has been said, is history’s first draft. Consequently, the 
passage of time permits more measured analysis and data to emerge and 
inform our understanding of events. The conventional wisdom about the 
causes and consequences of the “savings and loan crisis,” as it came to be 
understood by contemporary writers, has been so seriously distorted by the 
legal, political and media battles in the 1980s, it is necessary to sheer away 
the hype and hysteria surrounding the industry’s collapse and later recovery. 
This volume presents diverse perspectives unified by a dispassionate 
assessment of the empirical evidence about what actually occurred during this 
important period ofU.S. financial history. 

Depending on the analyst and the particular ax he or she chose to grind, 
the savings and loan crisis was caused by brokered deposits, high yield bonds, 
daisy chain real estate transactions, mortgage-backed securities, fixed-rate 
home mortgages or deposit insurance. The theme of these often lurid stories 
was usually the danger posed to society by high-tech gambling with financial 
instruments. 1 These popular intrigues, as we shall see, explained little of the 
reality behind the extraordinary costs of the savings and loan crisis. 

Such stories did make for short, snappy headlines and animated cocktail 
party conversation. But the truth of the savings and loan crisis, as truth can 
often be, is more complicated than the stuff of deadline journalism and tabloid 
economics. 2 In this volume, as in previous work (Yago, 1991; Yago, 1993; 



1 Pilzer with Deitz (1989), pp. 123-124. For more examples of sensational accounts ofthe 
savings anti loan crisis see Pizzo (1989) and O’Shea and Roseman (1990). 

2 Fraud accounted for no more than 10 percent of total savings and loan losses. “If there was so 
much fraud. ..why are we just hearing about it today," lames Barth told The Wall Street Journal 
in an article that appeared luly 20, 1990. “If it was there for all those years, who is committing 
the fraud, the government or the people at the institutions?" See also National Commission on 
Financial Institution Reform, Recovery and Enforcement, “Origins and Causes of the S&L 
Debacle: A Blueprint for Reform," July 1993. See also Barth (1991), Brumbaugh and Carron 
(1987), Brumbaugh and Litan (1991), Barth, Bartholomew and Labich (1990), Barth, 
Bartholomew and Bradley (1990), Barth and Brumbaugh (1994a), Barth and Brumbaugh 
(1994b), Barth and Wiest (1989), Barth, Brumbaugh, Sauerhaft and Wang (1989). 
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Yago and Siegel, 1994; Yago and Trimbath, 2003), we seek to separate myth 
from reality. 

The implications of this specific episode of financial crisis go far beyond 
the events of the last quarter of the 20th century. The savings and loan crisis is 
a classic textbook case of financial institutions breaking down through a 
unique combination of macroeconomic conditions, interest rate and tax policy 
shifts, structural changes in capital markets and financial institutions, and, 
ultimately, regulatory chokeholds and policy missteps that created a perfect 
financial policy storm that temporarily, but devastatingly, constricted credit 
channels in the economy and destroyed asset values in what became the 
largest nationalization of private property (through the Resolution Trust 
Corporation) in U. S. history. 

The disposition of assets by the Resolution Trust Corporation (RTC) 
suggests even greater consequences about the management of financial crises. 
This pattern of expedited sell-off by the RTC was documented by the 
Southern Finance Project, which found that from its inception through August 
1, 1992, the agency sold off $220 billion in total deposits from 652 savings 
and loans. This enabled larger firms to consolidate their positions in markets 
throughout the country by buying valuable, low-yielding deposits. As a group, 
the RTC’s top ten buyers obtained roughly half of all core deposits transferred 
in single-buyer transactions. The cost of these single-buyer resolutions, and 
the market concentration resulting from expedited asset sales, increased 
resolution costs to the taxpayers. This pattern was consistent also in the 
accelerated sell-off of the RTC’s high yield inventory. 3 This led to bank runs 
that further amplified price declines in assets held by savings and loans. Later 
research revealed that auction sell-offs resulted in major transfers of wealth. 
During the last stage of the RTC, a shift towards aligned interest transactions 
maximized returns to taxpayers of 30 to 35 percent higher than auction sell- 
offs of real estate, corporate bonds, deposits and other savings and loan assets 
at the beginning of the resolution process. 

FINANCING CAPITAL OWNERSHIP IN 
COMMUNITIES: HISTORICAL BACKGROUND 



To understand the savings and loan crisis one must understand the 
history of the savings and loan industry. And, while we do not wish to rehash 
a subject that has been more than adequately handled by others, we want to 



3 Southern Finance Project, "Fortunate Sons: Three Years of Dealmaking at the Resolution 
Trust Corporation,” September 9. 1992. p. 2. 
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provide an overview to establish context and terminology for the discussion 
thatfollows. 4 

The context within which we examine the history of savings and loans in 
this country is that of the role played by private access to capital in the 
country’s economic growth. Periods in which private citizens and emerging 
businesses have been able to access the capital markets have been periods of 
exceptional economic growth. When the capital markets are closed to these 
borrowers, the economy stagnates. All of this is a lesson in how policy can 
destroy equity through restrictions in the credit channels. And, as we shall see, 
the growth of the savings and loan industry closely parallels the increasing 
access to capital necessary for the growth of the republic. 

The founding of today’s savings and loans began with the legacy of early 
British settlers. They used their familiarity with British building societies to 
establish similar lending operations in the U.S. The development of savings 
institutions in the U.S. grew along two paths: mutual savings banks and 
building and loan societies. 

The first American mutual savings bank was the Provident Institution for 
Savings of Boston, founded in 1816; the first building and loan association 
was established in Frankford, Pennsylvania, in 1831. 

Mutual savings banks were owned by their depositors rather than by 
stockholders. 5 Any profits belonged to the depositors. Most of the funds 
deposited in mutual savings banks had to be invested in municipal bonds, 
which financed the growth of our greatest municipalities. At the end of the 
Civil War, about one million people had deposited approximately $250 
million in 317 U.S. savings banks. By 1900, more than six million depositors 
had deposited nearly $2.5 billion in 1,000 banks. 

The building and loan associations, in contrast, were created to promote 
home ownership. But the building societies were corporations; the members 
were shareholders required to make systematic contributions of capital - 
regular deposits, in other words - which were then loaned back for home 
construction. The number of associations, shareholders and net assets grew 
dramatically through the end of the 1800s. 

Eventually, the building societies took on some aspects of savings banks. 
They extended loans to building association members who did not have 
significant funds on deposit to borrow for a home, for example. Ultimately, 



4 See Friedman and Schwartz (1971) and Kendall (1962). 

5 For the following discussion the authors are deeply indebted to Pilzer and Deitz (1989), 
England (1992), and Fabritius and Borges (1990). 
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the societies accepted deposits from people who did not intend to take out a 
building loan. 

This separation between depositors and borrowers is in retrospect a 
significant event that gave rise to the characteristics that we most associate 
with the savings and loans, as the building and loans came to be known: 
individuals deposited money in sums as small or large as they could afford 
and these funds were then loaned out in the same community for home loans. 

Although mutual savings banks and building and loan societies retained 
individual characteristics, they were often lumped together. Some of the 
greatest differences could be observed during the Depression: 438 savings and 
loans failed between 1930 and 1933, compared to only one mutual savings 
bank during that same time period. Mutual savings banks actually had a net 
inflow of deposits every year during the Depression. 

When Congress passed the Wilson Tariff Act in 1894 to tax the net 
income of corporations, building and loan associations, and other corporations 
that made loans only to their shareholders, were excluded from taxation. Thus 
began the special legal consideration for savings and loans based on their 
purpose of providing financing for home ownership. This freedom from 
taxation would remain in effect until 1963. 

In 1913, Congress passed the Federal Reserve Act establishing a central 
banking system and, for the first time, distinguishing among deposit classes. 
Time deposits, which needed advance notice before they could be withdrawn, 
would require lower reserves than demand deposits. Between 1886 and 1933, 
150 separate proposals were introduced in the Congress to establish deposit 
guarantees. Oklahoma established deposit insurance in 1908, followed by the 
Dakotas and Texas, among others. 

The problem with deposit insurance then, as now, was that the insurance 
funds were undercapitalized and that excess risk was not reflected in 
additional premiums. Therefore, strong, well-managed institutions bore the 
risks of weaker institutions. The state insurance funds could not survive the 
agricultural depression of the 1920s, and none of the state insurance funds 
were operating by 1929. National deposit insurance was a controversial 
proposition, and it was one of the themes that dominated the 1932 presidential 
campaign. 

Two of the most prominent players in the debate were Representative 
Henry Steagall of Alabama, chair of the House Banking and Currency 
Committee; and Senator Carter Glass of Virginia, former Secretary of the 
Treasury under Wilson, who had contributed profoundly to the 1913 
legislation creating the Federal Reserve System. In January 1933, Glass 
proposed several reforms to the banking system: a separation of commercial 
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and investment banking; increased Federal Reserve authority over national 
banks; permitting national banks to establish branches in states that permitted 
state-chartered banks to open branches; and limited deposit guarantees for 
national banks. The Glass bill passed the Senate 54-9. But before any further 
action could be taken, Roosevelt took office and introduced his emergency 
banking bill, which was quickly passed and overwhelmed earlier bank 
legislation. 

Two months later, the Roosevelt administration introduced a bill to 
overhaul the banking system. The bill combined elements of Glass’s Senate 
bill and a bill that Steagall had introduced into the House. The result, the 
Glass-Steagall Bill, dominated capital markets regulation in this country until 
the passage of the Garn-St Germain Bill and other pieces of deregulatory (and 
re-regulatory) legislation in the 1980s. 

In the context of this intervention to shore up the country's financial 
institutions in the midst of the Depression, the Federal Home Loan Bank 
System (FHLBS) was established in 1932; the Home Owners Loan 
Corporation (HOLC) in 1933 (HOLC itself provided home loans); the Federal 
Deposit Insurance Corporation (FDIC) in 1933 began insuring deposits in 
commercial banks; and the Federal Savings and Loan Insurance Corporation 
(FSLIC) began insuring savings and loan accounts in 1934. The creation of 
this last organization gave us the first leg of the savings and loan crisis, for 
although FSLIC was called an insurance fund, it was not precisely that. 
While mutual savings banks were permitted to join the FDIC, savings and 
loans were not. The FDIC had been created as an independent agency; the 
FSLIC was created as a subsidiary of the Federal Home Loan Bank Board 
(FHLBB) - and the bank board was not only a regulatory agency but also the 
chief spokesman for the savings and loan industry. While the conflict of 
interest is clear to us today, it was not so obvious then. By legislation, 
deposits protected by the FDIC were backed by the “full faith and credit’’ of 
the United States government - but deposits protected by FSLIC were not 
similarly protected, although many people believed that they were. On the 
contrary, FSLIC insurance existed to the extent that the Congress could be 
convinced to appropriate funds to cover the deposits. This distinction would 
become painfully clear to depositor and taxpayer alike in the 1980s. 6 

Prior to 1933, only states granted charters to savings and loan 
associations, but the Home Owners Loan Act provided for federal savings and 
loans to be administered by the FHLBB. Thus, the system of dual charters and 
conflicting standards and regulation was born. A federal charter required 
mutual ownership until 1976. But FSLIC insurance was available whether a 



6 Pilzer (1989) pp. 52-53; White (1991) pp. 180-193 
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state or federal charter was held. So state charters came to be more desirable, 
and during the 1950s and 1960s the number of state-chartered savings and 
loans grew and came to outnumber federal institutions. And, in many states, 
state-chartered institutions were able to invest in a much wider range of loans 
and other instruments. 

The post-World War II mission of the U.S. savings and loan industry was 
shaped by statutory changes that re-emphasized the importance of savings and 
loans to undertake the widespread financing of home mortgages and 
associated real estate development. Further funding and legislation extended 
savings and loan lending during the period of long-term stable interest rates 
that survived until the 1960s. 

For most of the post-World War II period, the savings and loan business 
was relatively straightforward. Federal law and regulation allowed operators 
to exchange a stable business for government guarantees. Savings and loans 
were required to gather household savings in short-term deposits and invest 
those savings in 30-year, fixed-rate mortgages secured by property within a 
50 mile radius of the institution’s home office. Deposits were guaranteed 
through the FSLIC and state-sponsored deposit insurance funds. 7 The FHLBB 
financed Regional Federal Home Loan banks that were able to lend member 
institutions funds at subsidized rates. In an environment of stable, long-term 
interest rates, interest rate risk was relatively minor. Savings and loans 
borrowed money short (i.e., through time deposits) at lower rates than they 
lent in long-term fixed rate mortgage contracts and which were often 
refinanced as homes sold prior to the maturity of their mortgage. Since the 
risk of mortgage lending was well-subsidized by the federal government and 
deposits were also insured, the savings and loan industry for nearly three 
decades proved to be a stable, if not exciting, financial services business. 

Yet another part of the foundation for the savings and loan crisis was laid 
in the 1950s when government regulations first constrained savings and loan 
liabilities to short-term obligations, and it was then that the tax laws first 
favored long-term assets. By the end of the 1950s, the mismatching of assets 
and liabilities was firmly rooted in the U.S. savings and loan industry. 

In the mid-1960s the United States experienced a rapid and steep rise in 
short-term interest rates, and savings and loans had to pay higher rates in 
order to attract deposits. Also by the mid-1960s, commercial banks, which 
heretofore had not shown much interest in the deposits of individual savers - 
had begun to issue certificates of deposit and with these competed for 
consumer deposits. 



7 England (1992); Fabritius and Borges (1990). 
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Regulators responded with the Interest Rate Adjustment Act in 1966 
(allowing savings and loans an interest rate differential compared to 
commercial banks) and the Financial Institutions Supervisory Act (which 
granted the FHLBB the ability to issue “cease and desist” orders to prevent 
savings and loans from tying up the Board in court). The Board then lowered 
liquidity requirements, from 7 percent to 6.5 percent of assets, and expanded 
the category of liquid assets to include federal funds, reverse purchase 
agreements, and municipal bonds, as well as cash and government securities. 

Macroeconomic developments in the 1970s abruptly challenged the 
savings and loan industry. With the onset of inflationary expectations, interest 
rates rose with considerable volatility. The housing market stagnated. Savings 
and loan earnings stalled as well. 

Not surprisingly, savings and loan regulators responded by changing the 
regulations. The President’s Commission on Financial Structure and 
Regulation, appointed in 1970 by Richard Nixon (commonly known as the 
Hunt Commission for Chairman Reed O. Hunt) suggested many changes, as 
did the House-commissioned “Financial Institutions and the Nation’s 
Economy” (FINE) study that actually would not be addressed until later in the 
decade. Those reforms included phasing out interest rate ceilings, allowing 
savings and loans to extend adjustable-rate mortgages, and allowing savings 
and loans to invest in other types of loans, as banks were permitted to do. 

But the recommendations of both commissions were ignored, by both the 
Congress and the Executive Branch, and in the late 1970s and early 1980s 
what could have been a normal exercise in managing interest rate risk turned 
into a major disaster. As interest rates climbed, brokerage houses and banks 
established money market mutual funds, and money began to flow out of 
savings and loans at a dramatic rate. The Congress then lifted the ceilings on 
savings and loan interest rates in 1984. This did indeed work to prevent 
further disintermediation. But by deregulating the liability side of the balance 
sheet without concurrently deregulating the asset mix, the Congress pushed 
the savings and loan industry further into insolvency. 

In contrast, the recommendations of the Hunt and FINE commissions 
had specified liberalized rules for both sides of the equation; alternatively, the 
Congress could have done nothing at all, leaving the equation in balance and 
letting the savings and loans shrink to nothing - at much less cost to the 
American taxpayer. But the Congress deregulated only the liability side of the 
equation, and, forced to pay higher rates to attract deposits while collecting 
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the same income from their portfolios of fixed-rate mortgages, the savings 
and loan industry slid into insolvency. 8 

Many savings and loan operators had nothing to lose, and everything to 
gain, by betting the farm on the highest risk and transactions offering the 
highest possible rewards, especially in agriculture, energy, and real estate 
development. Granted, unscmpulous savings and loan operators counted on 
deposit insurance to bail them out if things didn’t work out. But the owners 
and managers of hundreds of other savings and loans were simply caught in 
the bind created by the Congress and the regulators, and were simply doing 
their best to keep their heads above water. 

DIMENSIONS OF THE SAVINGS AND LOAN 
CRISIS 



The history of the savings and loan crisis reflects the failure of 
government policy and private management on four fronts. Savings and loans 
were unable to adapt to nonbank channels of capital flow, to shifting credit 
and interest rate risks, to costs of financial capitalization, and to relative 
deposit insurance costs. 

It is critical, in the context of the rapid structural changes in capital 
markets, for financial institutions to measure, monitor and manage the flow of 
capital investments flexibly and quickly. In the savings and loan crisis, we can 
study a series of events, decisions and actions that conspired to undermine 
financial institutions, increase all categories of investment risk, and ultimately 
increase the cost to both the government and the savings and loan industry of 
resolving the problems. 

At the end of the 1980s, concerns about the reregulation of financial 
institutions focused first on savings and loan institutions, and later shifted to 
banks, insurance companies, and pension and mutual funds. The savings and 
loan industry crisis is a model of the challenges financial institutions face as 
managements struggle to adapt to changing circumstances. How 
managements respond through business strategy, financial management, 
restructuring of operations, and capitalization informs the ongoing debate 
about the role of the government in deregulating, reregulating, and 
overregulating the savings and loan industry and financial institutions in 
general. 



8 Robert E. Litan noted in The Wall Street Journal (July 29, 1993) that the savings and loan 
industry was insolvent by more than $ 1 00 million by 1981. 
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It is axiomatic that strong financial institutions provide the institutional 
infrastructure for a growth economy. This volume will examine the industrial, 
organizational, economic, political, and managerial effects that undermined 
savings and loans as financial institutions. 

REASSESSING THE SAVINGS AND LOAN 
CRISIS 20 YEARS LATER 



The business and public policy issues - deregulation, capital structure 
and strategy, supervisory policies, regulatory and financial mismanagement 
and accounting transparency - in the history of savings and loans reappear 
with increasing frequency in every subsequent financial crisis we have 
observed. The Mexican banking crisis of the 1980s, the Latin American 
Tequila Crisis of the 1990s, the Asian Crisis and Russian Default of 1997-98, 
as well as subsequent financial institutions and capital market challenges in 
Argentina, Brazil, Turkey and elsewhere all echo the issues and problems 
confronting business, policy and regulatory practitioners involved in the 
savings and loan industry during the last quarter ofthe 20 th century. 

Several common themes emerge from the papers in this volume: the 
degree and pattern of regulation and returns for savings and loans are 
inversely related. As regulations increased and distorted the institutional 
evolution of savings and loans, savings and loans’ asset base and rates of 
return deteriorated. Inappropriate regulations and supervision failures not only 
failed to inhibit the incidence of savings and loan failure, but amplified those 
rates of failure. 

Each of the following chapters brings a unique viewpoint - indeed, 
former regulators and industry figures, as well as prominent academics and 
commentators are included - and highlights a particular aspect of the crisis or 
a specific lesson that can be learned from it. 

George Kaufman considers two of the lessons that supposedly have been 
learned from the crisis and the problems of forbearance: prompt corrective 
action and least cost resolution. Using recent bank failures as his examples, 
Kaufman presents a picture of lessons only partly learned by the regulatory 
community. We have, he argues, some way to go before forbearance is no 
longer a feature of the regulation of depository institutions. 

Lawrence White provides a 21 st century perspective on the savings and 
loan crisis and its lessons. High amongst these is the need for an appropriate 
capital structure. White argues persuasively that one key to imposing market 
discipline on depositary institutions is the requirement that they issue 
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subordinated debt. As was noted by at least one of the attendees of the 
Anderson School-Milken Institute research roundtable, federal and state 
prosecutors did not have the same view of subordinated debt as White, as a 
number of institutions’ managers were later indicted over their issuance of 
junior debt. 9 Nevertheless, a consensus does seem to have emerged both 
domestically and internationally (in the form recommendations from the Bank 
for International Settlements in Basel) that greater variegation and flexibility 
in financial institutions’ capital structures through subordinated debt issuance 
is valuable. 

Arthur Leibold provides a timely update of a classic paper produced at 
the height of the savings and loan crisis. Reflecting on the crisis and the 
resulting legislation, he provides a review of the performance of the RTC and 
other government bodies and draws parallels between FIRREA and the 
reactive legislation enacted or proposed in the wake of the accounting 
scandals of 2002. 

Catherine England provides insight into the historical background of the 
savings and loan industry and the origins of its crisis. Her conclusions include 
the lessons that regulatory systems should be designed for the worst economic 
conditions, not the best, and that politicians and regulators must be wary of 
attempts to bend market forces to serve the political will. 

The paper by R. Dan Brumbaugh and Catherine Galley overviews the 
three phases of the savings and loan crisis and provides an alternative view of 
forbearance. While a number of participants at the Anderson School-Milken 
Institute research roundtable insisted that forbearance is the enemy of the 
taxpayer. Brumbaugh and Galley dispute this. 10 The maximum possible cost 
of regulators’ forbearance in the 1980s was, they contend, $43 billion dollars 
and a case can be made that forbearance was not an inappropriate policy as it 
bought regulators time to close institutions and increased the ultimate cost of 
the crisis by a relatively small amount. 

Michael Darby suggests that the root causes of the savings and loan crisis 
were monetary. At the Federal Reserve before Paul Volcker’s tenure, there 
was a failure to fully understand that inflation is a monetary phenomenon. In 
thinking that money didn’t matter and thus allowing the money supply to 
grow out of control, the Federal Reserve sowed the seeds for double-digit 
inflation and ultimately for the decimation of the savings and loan industry. 

In his paper, Edward Kane asks what lessons Latin American and Asian 
countries should have learned from the U.S. savings and loan crisis. Crises in 



9 

10 



See “Proceedings of the Savings and Loan Roundtable” in this volume for more detail. 
Ibid. 
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these countries are not, Kane contends, a result of deregulation but rather of 
two features these countries’ banking industries have in common with the 
1980’s U.S. savings and loan industry: a policy of desupervision of 
institutions and inadequate constraint on the pursuit of self-interest by 
government officials. 

Kevin Villani continues the international comparison by presenting an 
international development perspective on the savings and loan crisis. Villani 
concludes that much of the advice frequently offered emerging market 
countries inappropriately emphasizes the value of the U.S. Government 
Sponsored Enterprises such as Freddie Mac and Fannie Mae. 

A dispassionate treatment of the media hysteria that obfuscated the real 
issues of the savings and loan crisis is provided by Lawrence Nichols and 
James Nolan in their paper on Lincoln Savings. They argue that Lincoln 
Savings represented what is known as a “landmark narrative” in the financial 
history of the 1980s. Lincoln became a symbol of the savings and loan crisis, 
despite the fact that it was not the largest savings and loan to have failed or 
the most costly bailout. Additionally, Lincoln has become synonymous with 
alleged theft and fraud despite the fact that no officer of the institution was 
ever successfully prosecuted for either. 

An empirical reassessment of the savings and loan crisis appears in 
James Barth, Susanne Trimbath and Glenn Yago’s paper. This is the first 
comprehensive empirical analysis of the universe of Thrift Financial Reports 
required by government supervision spanning all aspects of this troubled 
period of the savings and loan industry (1977-1995) that systematically tests 
alternative propositions about the savings and loan crisis. Propositions about 
the causes, costs, and likelihood of failure are rigorously tested. We find that, 
contrary to conventional wisdom, many savings and loans did not fall, but 
were pushed by regulatory chokeholds that destroyed their capital structure 
and strategies for survival. Rather than finding that asset diversification was 
the death knell of the savings and loan industry, we find the evidence to be 
consistent with the view that not only would savings and loans have not failed 
without regulations on asset diversification, they would have survived 
profitably. Policy interventions were, in fact, policy failures that increased the 
public and social costs of the savings and loan crisis instead of mitigating 
them. 

The savings and loan crisis is explored by Donald McCarthy through 
case studies of five institutions, each of which illustrates a specific aspect of 
the regulatory debacle. The cost of forbearance and the role of poor 
management in the crisis are highlighted by the case of Madison Guaranty. 
The damage caused by FIRREA is illustrated by the cases ofCenTrust, which 
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failed due to the regulatory flip-flop over supervisory goodwill; Columbia, a 
well capitalized and profitable institution destroyed by FIRREA's treatment 
of high yield bonds; and Imperial, a thinly capitalized savings and loan that 
was seized following the attack on the high yield bond market. The fifth case 
study details World Savings, a large savings and loan that escaped unscathed 
from the crisis by focusing on home loans, the only major asset class that was 
not subject to a major change in regulation. 

As a preface to the full proceedings, Kenneth Thygerson provides an 
overview of the Anderson School-Milken Institute research roundtable on 
savings and loans and draws important lessons and conclusions from the 
views expressed at the conference. 

The final chapter surveys the savings and loan literature and provides a 
complete bibliography on the topic. One can find more than one explanation 
here, and more than one lesson to be learned. We invite you to further explore 
the various aspects of this momentous event in financial history. 
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Let me skip right to the bottom line conclusion. What have we learned 
from the thrift and banking crises of the 1980s? 1 The academics, I think, have 
learned a great deal. 2 The regulators have also learned a great deal, but 
primarily in theory. In practice, the jury is still out. But, as I will argue below, 
it does not look promising. Do the wide scale failures and resolutions of the 
savings and loan associations and commercial banks in the 1980s provide 
useful perspectives for today? The answer is definitely yes. 

How have I come to this conclusion? Since 1995, which sort of 
represents the end of the cleanup of the savings and loan and commercial 
banking mess, few banks and thrifts have failed, that is, been placed into 
receivership or conservatorship by the regulators. As can be seen from Table 
1, less than ten banks and thrifts failed per year, and even fewer institutions of 
any size failed. As ofmid-2002, only three institutions with total assets of $1 
billion or more have failed and none with assets of more than $2.5 billion at 
the date of failure (Table 2). I add a fourth bank to this list that is a lot 



Table 1: Number and Cost of Bank and Thrift Failures, 1995 - 2002 



Year Number 


Total Assets 
($ bn) 


Estimated Loss 


Average** 


Low 


High 


1995 


6 


O 

oo 


14% 


10% 


28% 


1996 


6 


0.2 


26% 


11% 


40% 


1997 


1 


*** 


14% 


14% 


14% 


1998 


3 


0.4 


48% 


6% 


54% 


1999 


8 


1.5 


56% 


0% 


74% 


2000 


7 


0.4 


10% 


4% 


17% 


2001 


4 


2.4 


24% 


1% 


24% 


2002* 


8 


2.2 


NA 


NA 


NA 



* Through June 
** Weighted by total assets 
*** Less than $100 million 

Source: Federal Deposit Insurance Corporation (various dates, see references) and press reports 



1 For reviews ofthe 1980s crises, see Barth (1991); Barth and Litan (1998); Kane (1989); and 
Kaufman (1995). 

2 The numerous published recommendations by academics on how to deal with the recent 
banking crises in Japan, East Asia and other countries clearly reflect the experiences ofthe 
United States with the crisis of the 1980s. 
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Table 2: Selected Bank and Thrift Failures, 1995 - 2002* 



Year 


Institution 


Total Assets 
($bn) 


Estimated Loss 
(share of assets) 


1998 


Best Bank 


0.23 


50% 


1999 


First National Bank of Keystone 


1.12 


75% 


2001 


Superior Federal Savings 


1.77 


20%-40% 


2002 


Hamilton National Bank 


1.41 


30% 



* Through June 



Source: Federal Deposit Insurance Corporation Bank and Thrift Failure Reports (various dates) 
and press reports 



smaller, but of interest for purposes of this analysis. The Best Bank (Boulder, 
Colorado) with $230 million in assets failed in 1998. 

So far, so good. But, although very few banks failed, things change 
dramatically if one looks at the cost of the failures to the Federal Deposit 
Insurance Corporation (FDIC) and uninsured depositors and creditors at the 
bank (Table 2). Estimates of this loss or the negative net worth of the 
institutions on the date of resolution are frequently made by the FDIC and 
reported in the press release announcing the failure. In cases where the FDIC 
does not report this estimate, estimates are often reported in the press based 
on information provided by bank analysts. The estimates are periodically 
updated until the resolution of the bank is completed. Relying on the most 
recently available credible estimates, the loss on Keystone is estimated at near 
$800 million or 75 percent of its assets; on Superior, $500 million to $800 
million (before a payment to the FDIC by the Pritzker family, the primary 
owner) or 20 to 40 percent of its assets; on Hamilton $400 million (even 
though the Comptroller of the Currency proudly announced he had closed the 
bank before its risk-based capital ratio declined below 8 percent), or 30 
percent of its assets; and on Best Bank, $170 million or more than 50 percent 
of assets 3 . These large losses focus attention on two areas of concern where 
the lessons of the 1980s do not appear to have been fully learned by the 
regulators: 1) effective regulatory intervention to minimize losses from failure 
through, among other powers, application of prompt corrective action and its 



3 What is in a name? Instead of being named First, Superior, Hamilton, and Best, these failed 
banks might more correctly have been named Last, Inferior, Burr and Worst. 
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corollary, least cost resolution 4 , and 2) design of a government- sponsored 
deposit insurance structure that minimizes poor behavior by both banks and 
bank regulatory agencies. The remainder of this paper examines these two 
areas. 



EFFECTIVE REGULATORY INTERVENTION 



The large losses associated with a number of the bank and thrift 
institution failures in recent years do not seem to be what most people had in 
mind when Congress enacted prompt corrective action and least cost 
resolution in the Federal Deposit Insurance Corporation Improvement Act 
(FDICIA) of 1991. There appears to be no reduction in the average cost of 
bank failures after the enactment of FDICIA from before its passage and the 
costs of some of the individual failures are considerably greater. The recent 
costly failures are spread over all federal regulators. The Comptroller (OCC) 
had two, the FDIC had one, and the Office of Thrift Supervision (OTS) had 
one. But this does not clear the Federal Reserve, because the Hamilton’s 
parent holding company was also in trouble, and the Federal Reserve has 
authority over bank holding companies. One could also go back to the 
problems at the Daiwa Bank in the mid-1990s, which was under Federal 
Reserve supervision. 

What went wrong? Are these four banks outliers or mainstream? Are 
there many more such banks waiting in the wings to be discovered? 

One could make a case that they are outliers. Each one of these involved 
massive fraud and legal maneuvers by the bank to delay responding to the 
enforcement actions of the regulators. In some cases, there was even physical 
interference with and intimidation of the supervisors and the examiners. These 
banks concentrated on very risky loans. Keystone and Superior securitized 
sub-prime loans, which are risky to begin with, and increased their risk 
exposure further by holding on to the first dollar loss tranche, which is widely 
referred to as the "toxic waste” tranche. Hamilton, a bank in Miami of less 
than $1.5 billion in assets, was heavily involved in loans to distant Ecuador. 

But, on the other hand, these institutions had many of the same red flags 
flying high that were flying during the savings and loan crisis in the 1980s. 
There was rapid growth. Superior doubled in size in the three years from 1996 



4 Prompt corrective action and least cost resolution go hand-in-hand in minimizing resolution 
costs. Achieving least cost resolution, which requires that the FDIC resolve failures in a manner 
“least costly to the deposit insurance fund," requires effective prompt corrective action. 
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to 1999. Keystone grew even faster. There was a rapid runoff of uninsured 
deposits that were replaced by insured deposits. In addition to the risky 
lending, these institutions did very complex lending and some engaged 
significantly in derivatives activities. While these later activities might make 
sense and be appropriate for larger institutions, one can wonder whether a 
small institution has both the skill-set and the management capabilities 
required to engage in these activities successfully. Moreover, there were 
frequent misclassifications and misreporting of activities on the call reports 
that were provided to the regulators and the public, substantial underreserving 
for loan losses, and very high off-balance sheet recourse exposures relative to 
the size of the institution. 

What happened? Were the regulators caught unawares with their pants 
down? I do not think so. They knew for many years that there were serious 
problems in each of these banks, and they filed enforcement actions and even 
cease and desist actions. But they were often stalled. And when the regulators 
were stalled, they did not follow through aggressively. There appears to have 
been no sense of urgency. While one may not necessarily be in favor of 
regulatory bullying of institutions and unwarranted intervention, as sometimes 
happened in the 1980s, in these four cases, there was effectively regulatory 
“chickening-out.” The Inspector General of the Department of the Treasury’s 
report on Keystone was highly critical of the lack of aggressiveness by the 
Comptroller and the failure to respond clearly to visible red flags and to 
harassment of his staff on site (Office of Inspector General, 2000). 5 

But, the lessons from this failure were not learned and it was “deja vu all 
over again.” 6 Almost exactly the same things happened in both Superior and 
Hamilton. If anything, the Inspector Generals of the FDIC and the Treasury 
Department were even more scathing in the Superior Bank debacle. The new 
game of regulatory chickening-out leads to the same old-time forbearance 
practices that have been criticized widely and correctly so. What is the result? 
To some people, the moral is that prompt corrective action is not working and 
should be repealed. But, as I see it, it is not the fault of prompt corrective 
action or least cost resolution, but of the regulators. Prompt corrective action 
was neither applied in a timely fashion nor with enthusiasm and gusto in these 
cases and thus neither was least cost resolution. 

The numerical values of the capital trip-wires for supervisory sanctions 
are set by the regulators, not by legislation. Only the value of the minimum 



5 FD1CIA requires the Inspector General of the Federal regulatory agencies involved to prepare 
a public report whenever a bank resolution results in a material loss to the FDIC, subject to 
review and verification by the U.S. General Accounting Office. 

6 Yogi Berra is alive and well in Washington! 
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capital-ratio for resolution is specified in FDICIA. If the regulators believe 
that the trip wires are set too low - which I have argued for many years now - 
the regulators have it within their authority to raise the values of the capital 
ratios to where they could get at the banks even sooner and start corrective 
action more promptly. How capital is measured is also determined by the 
regulators. Book value capital is correctly criticized as being a lagging 
indicator of the condition of an institution. This is particularly true for 
troubled banks that tend to underreserve and delay recognizing other losses in 
order to prop up reported earnings and capital. FDICIA encourages the 
regulators to give serious thought to making greater use of market value 
accounting and reporting to supplement book value accounting and reporting. 
But, to date, the regulators have rejected this. In all four of the bank failures 
noted above, reported capital was vastly overstated and had to be revised 
sharply downward shortly before or at failure. But this did not imply that the 
regulators did not know better on a timely basis. They had additional 
information. 

Moreover, the capital-asset ratios available to supervisors arc not the 
only criterion for downgrading a bank in FDICIA. The regulators have a great 
deal of discretion. The specified capital-asset ratio is just the final trigger. The 
regulators can also downgrade banks on the basis of regular or special 
examinations and even put them in receivership when, in the regulators’ 
opinion, the banks have insufficient assets to meet their obligations, are 
experiencing losses that will deplete their capital, or are engaging in unsafe 
and unsound practices (12 U.S.C. 1821 (c) (5)). If the regulators do not do 
anything else earlier, then the capital ratio forces them into action. The 
mandatory sanctions specified in FDICIA are the last line of defense for the 
regulators, not the first. Better late than never. 

If one does not favor the use of prompt corrective action, what does one 
favor? Does one return to the bad old days of greater regulatory discretion? 
That is, a return to non-prompt, non-corrective, non-action, which was 
equivalent to excessive forbearance? That has not served the banking 
industry, or the country, well. 

DEPOSIT INSURANCE DESIGN 



In addition to failing to learn some of the important lessons of the 1980s 
with respect to prompt corrective action and least cost resolution, the 
regulators also appear to have failed to learn the lessons with respect to the 
potential adverse effects of a poorly designed and structured government- 
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sponsored deposit insurance system on the number and cost of depository 
institution failures. As has been discussed in the academic and professional 
literature ad infinitum, poorly designed deposit insurance systems encourage 
both excessive moral hazard risk-taking by insured institutions and poor 
agency behavior by bank regulators (in the form of excessive forbearance) 
(Kane, 1989). The increased risk-taking by banks occurs because of the 
reduced incentives of de jure or perceived insured depositors to monitor and 
discipline their institutions for such behavior. The reduction in the incentive 
for these depositors to discipline their banks by withdrawing funds or running 
on troubled institutions, in turn, maintains their funding and reduces the 
likelihood of potential liquidity problems. This permits them to remain in 
operation and lessens the pressure on regulators to close the institutions on a 
timely basis when they are unable to meet their depositor claims in full and on 
time. Before the introduction of deposit insurance, regulators did not have this 
option. The inability to meet depositor claims forced immediate voluntary or 
regulatory suspension of operations. Evidence clearly shows that the longer 
insolvent institutions are permitted to continue in operation, the larger on 
average are the losses ultimately associated with failure likely to be. 

Both bank moral hazard and regulator poor agency problems can be 
reduced, although probably not eliminated altogether, by properly structuring 
the deposit insurance system. FDICIA introduced a number of important 
improvements to reform deposit insurance and achieve such results. Among 
other changes, the FDIC is required to increase insurance premiums on 
insured institutions whenever its reserves decline below 1.25 percent of 
aggregate insured deposits to regain this minimum ratio value within one year 
(Kaufman, 2001a and 2002). If this is not achieved, the FDIC is required to 
impose an average high premium of 23 basis points on total domestic deposits 
at insured institutions until it is. Before 1989, the FDIC was effectively unable 
to raise premiums above a maximum of 8.33 basis points, regardless of its 
losses. Thus, losses greater than the ability to be financed by these premiums 
were shifted to and paid by the federal government. 

Moreover, if the FDIC suffers a loss in protecting an insolvent large 
bank’s de jure uninsured depositors or other creditors, whom it is otherwise 
explicitly prohibited from protecting, by invoking the systemic risk 
exemption, which permits it to do so and has replaced the previous “too big to 
fail” policy, it is required to recoup the loss expeditiously by imposing a 
special assessment on all the other banks. In addition, invoking this exemption 
was made considerably more difficult. It now requires a written 
recommendation by two-thirds of both the Board of Directors of the FDIC 
and the Board of Governors of the Federal Reserve System to the Secretary of 




Chapter 1 



9 



the Treasury to make a determination, after consultation with the President, 
that not assisting these claimants “would have serious adverse effects on 
economic conditions or financial stability” and that “any action or 
assistance... would avoid or mitigate such adverse effects.” Thus, since 1992, 
deposit insurance in the United States has effectively been a privately funded 
system. Contrary to popular belief, the government becomes liable for losses 
only if the capital of the banking system is depleted to the point where the 
remaining solvent banks cannot afford to pay the required increases in 
insurance premiums. This condition would not have occurred at the height of 
the 1980s bank and thrift crisis and not either even in the 1930s crisis. As a 
result, deposit insurance is now of considerably less public policy importance. 

But some bank regulators are working to change this structure through 
legislation to increase the probability of returning to the “bad old days” that 
put the federal government at greater risk. All regulators are supporting 
legislation currently pending in Congress that would increase the flexibility of 
the FDIC to extend the maximum time period for it to recoup its losses 
without imposing the 23 basis point “cliff-rate” premium 7 . This increases the 
likelihood that the FDIC will delay the painful increases in rates and in the 
process run out of funds to pay the losses and need to tap the Treasury for 
what may turn out to be permanent funding. The primary reason provided for 
this proposed change is to avoid increasing insurance premiums on the banks 
when they are in weak financial shape and least likely to afford the increases. 
That is, to avoid “hitting the banks when they are down.” But private 
insurance firms tend to price along these lines. Hurricane insurance premiums 
rise after major hurricanes and flood insurance premiums rise after 
widespread floods, when the insurers have to recoup some or all of their 
unexpected losses. There is little, if any, reason to treat banks differently. 

The FDIC, although not the other agencies, is also supporting legislation 
to increase the account coverage ceiling above the basic $100,000 adopted in 
1980. The public policy implications of such an increase in coverage depend 
on how confident one is that the insurance system is now effectively privately 
funded by the insured banks as described above. If confidence is high, then 
the issue of coverage is primarily a private policy concern for the paying 
banks rather than public policy concern for the taxpayers. But if confidence in 
the lasting nature of the current arrangement is low, then the issue is of 
important public policy concern. Many analysts have attributed a considerable 
part of both the cause and severity of the thrift crisis in the 1980s to the 
increase in insurance coverage from $40,000 to $100,000 that was enacted by 
Congress in 1980. This reduced depositor concerns about the financial health 



7 This legislation was adopted in 2002 as H.R. 3717 and S. 1945. 
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of their insured depositories and made it considerably easier for depositors to 
divide larger accounts into smaller accounts at multiple banks that could 
qualify for full insurance coverage. These analysts fear that another increase 
would produce similar adverse effects and may again prove costly to the 
taxpayer. 



CONCLUSION 



I ended my testimony in the U.S. Senate on Superior’s failure 8 (with a 
call for greater commitment by the regulators to the concept of prompt 
corrective action and recommended sensitivity training to raise their 
awareness levels (Kaufman, 2001b). The basic problem is not with the quality 
of the regulators, but with their incentive structure. To date, there is little 
penalty to the regulators for permitting high-cost failures and little credit for 
achieving low-cost failures or permitting orderly exit through failures. 
Attempts to prevent or delay failures frequently result in higher-cost failures. 
While entry into banking has been pretty well deregulated, exit apparently has 
not. Top regulators continue to be rewarded by being recycled to other sectors 
that are related to banking through a revolving door after their term of office 
is completed. 9 

In addition to increased regulatory sensitivity to prompt corrective 
action, laws should be strengthened to give the regulators both greater 
authority and greater incentive to move faster and more strongly in obvious 
problem cases and thus insure least cost resolution. The recent tardy actions 
by the regulators send a message to these troubled institutions and their 
lawyers to stall and delay even longer. If the regulators cannot deal efficiently 
and effectively with the current few failures of reasonably small banks, what 
will they do and how will they act if we ever have a larger number of failures 
again and particularly of larger banks? 

Bank regulators still, at times, appear to let parochial concerns over the 
short-run well-being of the banking industry color their recommendations on 
public policy. This will only lead to poorer performance and higher costs for 
both the industry and the economy at-large in the long-run. That is, regulators 
have failed to sufficiently take to heart two of the more important lessons of 
the 1970s - prompter intervention in troubled institutions and reduced 



Which started on September 11, 2001, was rudely interrupted, and was completed on October 
16, the day they found anthrax in the adjoining Senate office building 

9 For example, Ellen Seidman, who was Chairperson of the OTS during the Superior Bank 
problem, now serves on the Democratic staff of the House Banking Committee. 
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government incentives for banks to increase risk-taking and for regulators to 
forbear. 

The American philosopher George Santayana admonished us that “those 
who cannot remember the past are condemned to repeat it.” To me, this is not 
as interesting a question to ask as “what happens to those who do remember 
the past?” Unfortunately, all too often it appears that they agonize first and 
then repeat it again. The behavior of the bank regulators in the last ten years 
with respect to prompt corrective action and deposit insurance structure 
suggests that my modification of Santayana’s admonition holds true, at least 
in their case. 
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Charticle 1 



Impact of Interest Rate Reversals 




Semiannual data. Source: Office of Thrift Supervision, and Federal Home Loan 
Board, Savings & Home Financing Source Book, various years. 

Between 1980 and 1984, savings and loans experienced historically 
unfavorable interest rates spreads - the difference between what they 
could earn with mortgage lending and what they had to pay to attract 
investable deposit funds. From June 1982 through December 1983, in 
fact, their interest rates spread turned negative, so that savings and 
loans were paying more interest than they were earning. 
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The savings and loan debacle of the 1980s was a costly but important 
learning event for depository regulation in the United States. The origins of 
the debacle lay in restrictive government regulation that eventually led to 
financial difficulties for savings and loan institutions in the late 1970s and 
early 1980s. The Congress and at least three presidential administrations 
delayed for far too long in undoing the restrictions. When the restrictions were 
loosened in 1980 and 1982, safety-and-soundness regulation also was 
weakened at just the time when it needed to be strengthened. The debacle 
followed, with an eventual cost of $160 billion. 

This essay is about that experience, and about the learning that has 
followed from it, as well as the lessons that (unfortunately) have yet to be 
absorbed. 



THE BACKGROUND 



The roots of the debacle of the 1980s can be found in the earlier debacle 
of the stock market crash of 1929-1933 and the banking collapse that 
accompanied it. Thousands of commercial banks became insolvent and failed 
between 1929 and 1933, as did thousands of savings and loans. The latter 
were state-chartered depository institutions that largely made residential 
mortgage loans and financed them by taking in passbook savings deposit 
accounts. 1 Reform legislation in 1933-1935 greatly strengthened the federal 
role in bank regulation and included the institution of deposit insurance for 
banks, provided by the newly created Federal Deposit Insurance Corporation 
(FDIC), and the power (by the Federal Reserve) to set ceilings on the interest 
rates paid by banks to their depositors. This latter power was embodied in the 
Federal Reserve’s Regulation Q. 

Further, for the first time a strong federal regulatory presence was 
created for savings and loans. In 1932 the Federal Home Loan Bank Act 
created a system of 12 regional Federal Home Loan Banks (FHLBs) to 
provide liquidity and low-cost finance for savings and loans and established 
the Federal Home Loan Bank Board (FHLBB) in Washington to oversee the 
system. In 1933, the Home Owners’ Loan Act (HOLA) created a federal 



1 Because savings and loans were so closely associated with household saving and thus with 
thrift, they were frequently described as “thrifts”; that term is still frequently used. 
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charter for savings and loans as an alternative to state charters, 2 along with a 
regulatory regime that embraced all savings and loans (federal and state- 
chartered) and that was embedded in the FHLBB. And in 1934 the National 
Housing Act established deposit insurance for all savings and loans, 3 on a par 
with that offered to commercial banks, offered by the newly created Federal 
Savings and Loan Insurance Corporation (FSLIC), which was an arm of the 
FHLBB. As was true for commercial banks, the deposit insurance premium 
paid by savings and loans was a flat rate and unrelated to any risks that might 
be undertaken by the savings and loans; those risks were expected to be 
contained by the safety-and-soundness regulations established and enforced 
by the FHLBB. 

The last major change of the 1930s was the replacement of the standard 
residential mortgage of the time - the five-year-maturity balloon-payment 
mortgage - with the long-term (20 to 30 year) fixed-rate self-amortizing 
mortgage. This change came about largely at the urging of the Federal 
Housing Administration (which was also a creation of the HOLA of 1933). 

Consequently, the savings and loan industry emerged from the 1930s as a 
heavily regulated set of depositories that were restricted to offering fixed-rate 
long-term residential mortgages, which in turn were financed by short- term 
passbook savings deposits (that were federally insured). 4 So long as interest 
rates stayed stable, declined, or rose only gradually, savings and loans could 
earn an income spread on the difference between the higher long-run interest 
rates that they charged on their mortgage loans and the lower short-term 
interest that they paid on their deposits. 

Lurking in this structure, however, were the seeds of eventual disaster: If 
the general level of interest rates were to rise sharply, 5 savings and loans 
would be caught in a financial squeeze. They would have a portfolio of long- 
term fixed-rate assets that would decline in value as a consequence of the rise 
in interest rates, while the value of their deposit liabilities would remain 
relatively unchanged. Equivalently, their interest income from their portfolio 
of already-made fixed-rate mortgage loans would remain relatively 
unchanged, while their interest costs on their short-term deposits would have 



2 Federal charters as an alternative to state charters had been created for commercial banks by 
the National Currency Act of 1863 and the National Bank Act of 1864. With a federal savings 
and loan charter, came required membership in the FHLB system; state-chartered savings and 
loans could choose whether to join. 

3 Federally chartered savings and loans were required to carry deposit insurance; it was optional 
for state-chartered savings and loans. 

4 In general finance parlance, savings and loans were borrowing short and lending long. 

5 Or if, as occasionally happens, the yield curve were to invert, so that long-term interest rates 
were lower than short-term rates. 
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Fortunately for the savings and loan industry, the first two decades of the 
postwar era were a favorable climate. General government policy encouraged 
the expansion of housing of all kinds but especially encouraged single-family 
suburban residences - to be financed by the mortgages provided by savings 
and loans. The macroeconomic climate was benign; interest rates were stable 
or rose only gradually. Few savings and loans had difficulty earning adequate 
returns and staying solvent. The industry thus posed few safety-and- 
soundness problems to its federal and state regulators. 

The first clouds appeared around 1964—1965. The U.S. escalated its 
involvement in the Vietnam War, which necessitated increased federal 
expenditures that were not matched by increased federal taxes. Inflationary 
pressures developed, and with them interest rates began to rise. Savings and 
loans began to experience the squeeze just described, and the industry asked 
the Congress to remedy the situation. The Congress replied in 1966 with the 
Interest Rate Control Act, which applied a “patch”: the extension of 
Regulation Q’s control over deposit interest rates (which previously had 
applied only to commercial banks) to savings and loans. The FHLBB (in 
coordination with the Federal Reserve) promptly began limiting the interest 
rates that savings and loans could pay to their depositors. 

For the next decade or so, this patch worked, allowing savings and loans 
to pay interest rates that were below market rates and thus avoiding the 
financial squeeze that otherwise would have occurred. The patch worked 
largely because the inflationary pressures subsided and because savings and 
loan depositors had few good alternatives that offered comparable liquidity 
and safety but with market rates of interest - since all federally insured and 
regulated savings and loans were similarly affected by Regulation Q’s 
restrictions, 7 and so were commercial hanks. 8 



° If a savings and loan failed to pay higher interest rates to its depositors in the higher rate 
environment, the depositors would withdraw their funds and redeposit them with a competitive 
institution that was paying higher rates. And the former institution would have to liquidate its 
mortgages - at the lower sales prices that were appropriate to the higher rate environment, thus 
directly realizing the capital loss on the mortgages. 

7 There were a number of state-chartered and state-insured banks, notably in Ohio and 
Maryland, that were not part of the federal system and were not affected by Regulation Q. They 
were not numerous enough to undermine the Regulation Q restrictions. Also, there were 
questions as to whether state-based deposit insurance systems were as solid as federal deposit 
insurance - questions that became legitimate when both state systems experienced failures in 
1985. 

8 In 1970, the Treasury moved to restrict alternatives yet further by raising the minimum 
denomination for Treasury bills from $1,000 to $10,000. At the time, the average deposit in a 
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During the 1970s at least three study groups or commissions highlighted 
the long-run fragility of the savings and loans’ arrangements and 
recommended alternatives: permitting adjustable rate mortgages (ARMs) so 
that interest rate rises would not squeeze savings and loans; permitting the 
diversification of savings and loans’ lending into other consumer and even 
commercial fields so as to allow them to diversify and reduce their interest- 
rate sensitivity; and ending Regulation Q. But an important ethos of 
Washington - “if it ain’t broke, don’t fix it” - prevailed and no significant 
changes were made. 9 



THE CRISIS, AND THE DEBACLE 

The Crisis 

In the late 1970s, inflationary pressures again gathered steam, and 
interest rates began increasing rapidly - this time into double digits. The 
immediate culprit was a sharp rise in the price of crude oil. But Regulation 
Q's patch no longer protected the savings and loan industry because better 
alternatives for depositors were present - primarily money market mutual 
funds (MMMFs). MMMFs had come into existence only in 1972 and had 
grown slowly for the next five years. At year-end 1977, total MMMF assets 
were only $3.3 billion. However, by year-end 1982 they had grown to $236.3 
billion. 

The savings and loan industry again went to Congress. This time the 
Congress responded with legislation, in 1980 (the Depository Institution 
Deregulation and Monetary Control Act) and again in 1982 (the Garn-St 
Germain Act), that belatedly undertook the deregulatory actions that had been 
urged in the previous decade. First, savings and loans were permitted to 
originate ARMs. Second, they were permitted to diversify (in limited 
percentages) into other forms of consumer lending and even into commercial 
real estate and other commercial lending and direct ownership. Importantly, 
many states (especially in the Sun Belt) at this time permitted their state- 
chartered (but federally insured) savings and loans to invest in a yet wider and 
riskier variety of loans and assets, with fewer restrictions. Third, Regulation Q 
was phased out within a few years for both savings and loans and commercial 
banks. And fourth, the deposit insurance amount (for both savings and loans 



savings and loan was only $3,045, so the larger amount effectively precluded Treasury bills 
from becoming an alternative for most savings and loan depositors. See Kane (1970). 

9 The FHLBB considered changing its regulations at least twice, so as to permit federally 
chartered savings and loans to originate ARMs; but each time Congressional pressure caused 
the agency to withdraw the initiative. 
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and commercial banks), which had been at $40,000 per deposit, was raised to 

$ 100 , 000 . 

Though belated, these actions were sensible. 10 But they needed to be 
accompanied by stepped-up safety-and-soundness regulation because the 
financially stressed (low capital levels) state of the savings and loan industry 
at the time (as a consequence of the shaip increase in interest rates) provided 
strong incentives for risk-taking. Unfortunately, in the deregulatory climate of 
the era, safety-and-soundness regulation was instead weakened in three 
important ways. First, the capital (net worth) requirements for savings and 
loans were decreased, which reduced the number of savings and loans that 
would be in violation of the capital standards and thus subject to heightened 
regulatory scrutiny. Second, the accounting framework (which provided 
regulators with the crucial information about a savings and loan’s financial 
position) was weakened, so as to allow more savings and loans to portray 
themselves as healthy. Third, the number of in-the-field examiners and 
supervisors was reduced. 



The Debacle 

Between 1983 and 1985 the savings and loan industry - with its 
expanded investment powers, improved deposit-gathering capabilities to 
finance those investments (paying market rates of interest on deposits that 
were insured up to $100,000), and relaxed safety-and-soundness regulation - 
expanded rapidly. By year-end 1985 the industry was 56 percent larger (as 
measured by assets) than it had been three years earlier. Not all savings and 
loans embarked on a path of rapid growth. However, hundreds did, with many 
of them doubling or tripling in size over these three years, and some 
expanding even faster. 

Rapid expansion places stresses on and induces mistakes by most 
enterprises, even under the best of circumstances. But the fast growers within 
the savings and loan industry, initiating this expansion at a time when most 
savings and loans were financially stressed to begin with, would be even more 
prone to investment errors and exaggerated risk-taking. Also, aggressive 
entrants, who recognized the opportunities that the expanded investment 
powers and deposit-gathering capabilities offered, came into the industry for 
the first time. 



10 The expanded deposit insurance amount was the subject of substantial retrospective 
criticism. However, this author believes that extensive deposit insurance is a worthwhile back- 
up for depositors against failures of safety-and-soundness regulation and thus a worthwhile 
protection against depositors’ runs on depositories. 
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This dangerous situation was then exacerbated by three external events 
that eventually caused the debacle to be even worse. First, in the early 1980s 
the price of crude oil (after having risen sharply in the late 1970s) was 
expected by many (especially in the Southwest) to rise even further. Many 
commercial real estate projects in the Southwest were undertaken - and 
financed by savings and loans - on the expectation that oil prices would 
remain high or go higher, thus creating high incomes and wealth for 
entrepreneurs and employees in oil-related businesses in the Southwest and 
fueling the demand for offices, hotels, and other facilities of these projects. 

In contrast to these expectations, however, oil prices peaked in 1981, drifted 
gently downwards for the next few years, and then fell sharply in 1986. The 
lower price of oil undercut the profitability and value of many of the real estate 
projects, generating large losses for their owners - and for the savings and loans 
that had provided the financing. 

Second, the Economic Recovery Tax Act of 1981 included provisions that 
made commercial real estate a tax-favored investment. Much commercial real 
estate in the following few years was planned and financed on the expectations 
that this tax favoritism would continue. But the Tax Reform Act of 1986 
reversed course, reduced the tax-favored position of commercial real estate, and 
even applied some of its more stringent provisions retroactively to income 
earned on pre-1986 investments. The 1986 changes again undercut the 
profitability and value of many investments, with associated losses for owners 
and finance providers. 

Third, a regional enforcement office of the FHLBB (covering the states of 
Arkansas, Louisiana, Mississippi, New Mexico, and Texas) was moved from 
Little Rock to Dallas in 1983. Though the reasons for the move were sensible, 
the timing turned out to be inadvertently abysmal. Too few personnel moved 
with the office, and enforcement of safety-and-soundness regulation was 
seriously impaired in that district for about two crucial years (when the industry 
was expanding rapidly). 

Thus, all of the pieces were in place for a debacle to occur. And occur it 
did. Much of the commercial real estate lending and ownership that fueled the 
savings and loans’ rapid growth of the 1983-1985 period fared badly, losing 
value and driving more than one thousand savings and loans eventually into 
insolvency. The insolvent savings and loans' assets were grossly inadequate to 
cover their deposit liabilities, since the FSLIC had insured virtually all of the 
savings and loans’ deposits; and since the FSLIC’s reserve funds were wholly 
inadequate for covering those insolvencies, taxpayer funds would eventually be 
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THE CLEANUP 



In late 1984 the leadership of the FHLBB began to realize that things 
were going wrong and that a substantial tightening in safety-and-soundness 
regulation was needed. Gradually, over the next two years, the agency’s 
powers and capabilities were strengthened. The number of field-force 
examiners and supervisors were doubled, capital requirements were raised, 
accounting standards were improved, and restrictions on direct ownership of 
commercial ventures were tightened. By late 1986 the regulatory system was 
far improved, as compared with 1983. 12 

But the damage had been done. The bad loans and investments had been 
made during the 1983-1985 period of rapid growth. They were irrevocably on 
the books of many hundreds of savings and loans, waiting to be written 
down (whenever the savings and loans" accountants or the FHLBB 's 
examiners got around to recognizing their impaired values). 

Beginning in 1985, the FHLBB substantially expanded its activity in 
disposing of insolvent savings and loans. A few savings and loans that had 
little or no salvage value as going concerns were liquidated, with direct 
payouts to insured depositors. In most instances, however, the FHLBB could 
find acquirers, provided that the agency could promise an acquirer sufficient 
cash or other assets to bring the savings and loans back to break-even 
solvency. The acquirer would then be expected to provide fresh capital to the 
revived savings and loan (and, of course, to operate it in a safe-and-sound 
manner). 

Because some favorable tax provisions that would reduce acquirers’ 
costs (and thus reduce the FHLBB ’s costs) were scheduled to expire at the 



11 It is less well known that almost 1,500 commercial banks became insolvent in the 1980s and 
early 1990s; but the aggregate size of their insolvencies was substantially smaller, and the 
FDIC’s insurance fund for covering banks was substantially larger than the FSLIC’s fund had 
been, so that the banks’ insolvencies never required the use of taxpayer funds. See FDIC 
(1997). 

12 Also, prior to 1986, enforcement personnel may have been lulled into a false sense of 
security by the fact that the industry had not caused significant problems (except for the 
interest-rate squeeze, which was beyond its control) during the 50 years between 1933 and 
1983. Industry lobbying reinforced the idea that savings and loan owners and managers were 
basically “good guys” who just needed more time to regain solvency. By 1986, any such 
notions that the “good guy” characterization applied to all savings and loans had been 
dispelled, at least at the agency. 
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end of 1988, calendar year 1988 was an especially active year in which 205 
insolvent savings and loans were disposed of, many of them in Texas (which 
had an especially large number of insolvent savings and loans). But the extent 
of the problem - hundreds more insolvent savings and loans required disposal 
- far exceeded the FSLIC’s available funds and its ability to issue FSLIC 
notes (against future deposit insurance premiums and the expectation that the 
Treasury would make good on the FSLIC’s deposit insurance obligations). 13 

In early 1989 the incoming Bush administration faced up to the reality 
that taxpayer funds would be required, and drafted legislation - eventually 
passed in August as the Financial Institutions Reform, Recovery, and 
Enforcement Act (FIRREA) - that authorized an initial tranche of funds 
(which proved not to be sufficient); that tightened savings and loans’ lending 
restrictions, including a ban on the holding of below-investment-grade 
(“junk”) bonds; and that raised capital requirements to make them 
commensurate with those applicable to commercial banks. The FHLBB 
(including the FSLIC) was abolished. In its place, the FDIC absorbed the 
deposit insurance function in a fund that was (and still is) separate from the 
commercial bank fund; the Office of Thrift Supervision (OTS), within the 
Treasury, was created to carry on the federal regulation of savings and loans; 
the Resolution Trust Corporation (RTC) was created, under the aegis of the 
FDIC, to continue the cleanup process of insolvent savings and loans; and the 
Federal Housing Finance Board (FHFB) was created to oversee the borrowing 
and lending activities of the twelve FHLBs. 14 Also, the remaining (healthy) 
savings and loans were directly taxed (through higher deposit insurance 
premiums) and indirectly taxed (through levies on the FHLBs, which reduced 
members’ dividends) to help cover the costs of the cleanup. 

Subsequent legislation in 1991 - the Federal Deposit Insurance 
Corporation Improvement Act (FDICIA) - provided more funds for the 
cleanup and also put into law the concept of prompt corrective action: that 
regulatory restrictions on banks and savings and loans should grow 
substantially tighter as a depository’s capital fell farther below fully 
capitalized standards. By 1995, after yet more funds had been appropriated, 
the RTC was able to cease its operations and hand any remaining cleanup 
activities to the FDIC. 



13 In 1987, the Congress, in the Competitive Equality Banking Act, authorized the FSLIC to 
borrow $10,825 billion, but no more than $3.75 billion in any 12-month period. The Congress, 
responding to industry lobbying (especially from Texas), apparently was afraid that the FSLIC 
would use the funds to preemptively close savings and loans that deserved greater time and 
leniency. 

14 Also, membership in the FHLBs was expanded to include commercial banks that undertake a 
significant amount of residential mortgage lending. 
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The cost of the debacle has been estimated at about $160 billion, of 
which $132 billion has been borne by taxpayers. 15 



LESSONS LEARNED, AND NOT YET LEARNED 



The safety-and-soundness regulatory system for depositories that exists 
in 2002 is much improved over the one that existed in 1982. Much of this 
improvement and learning occurred as a consequence of the savings and loan 
debacle. Unfortunately, there are still some lessons that have not been learned. 
We will first discuss the lessons learned and then those that still need to be 
learned. 



The Lessons Learned 

1. The importance of capital. Today, far more clearly than was true in 
1982, regulators understand the role of capital as a buffer to ensure solvency 
and protect the deposit insurer and as a disincentive for the owners of a 
depository to take risks (since they have more at stake). Further, regulators 
recognize that levels of capital should be commensurate with the risks 
undertaken by the depository. 

2. Prompt corrective action (PCA). The PCA concept of gradually 
tightening the restrictions on a depository's actions as its capital became 
thinner had been in practice at the FHLBB and the bank regulatory agencies 
before its enactment into law in FDICIA. But its placement in law was 
opposed at the time by regulators because it reduced some regulatory 
discretion. 

The PCA idea makes good sense, since less capital exposes the deposit 
insurer to greater risks of loss and also provides greater incentives for the 
owners and managers of depositories to engage in risk-taking (e.g., through 
investing in risky assets), since they have less to lose. Also, the removal of the 
depository’s owners at or before insolvency is another important part of the 
PCA concept. If owners (because of limited liability) can escape liability to 
creditors (liability holders) and the deposit insurer must bear the costs of the 
insolvency, the owners’ rights as to the future course of the depository should 
be extinguished. 

PCA’s placement into law both reflects and has reinforced its wider 



15 



See FDIC (1997, p. 187). 
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acceptance. 16 

3. Safety -and- soundness regulation as protection for the deposit insurer. 
As of 1982 bank and savings and loan failures had been comparatively few 
since 1933, and the deposit insurance funds had been more than adequate to 
handle the occasional insolvency. As a consequence, the crucial role of safety- 
and-soundness regulation as the primary protection for the deposit insurance 
funds against excessive risk-taking by depositories was not well understood. It 
is today. 

4. The importance of adequate numbers of well-trained examiners and 
supervisors. The importance of in-the-field personnel to check the 
competency of depositories’ managements, as well as to verify procedures 
and verify asset and liability values, is now far more clearly understood than 
was true in 1982. 17 



The Lessons Not Yet Learned 

1. The importance of market value accounting. Maintaining the true 
solvency of depositories, so that the values of their assets exceed the values of 
their liabilities, is the ultimate goal of safety-and-soundness regulation. But 
measurement of solvency - the measurement of capital (net worth) levels - is 
entirely an accounting concept. Unfortunately, the accounting system used for 
these regulatory purposes is the standard system that applies to all publicly 
traded companies in the United States: Generally Accepted Accounting 
Principles (GAAP). The problem with GAAP is that it is backward-looking in 
its orientation, focused on the historical (acquisition) values of assets and 
liabilities rather than on their current market values. But it is the latter - 
current market values - that represent (when netted) the actual available 
protection for the deposit insurer and thus the true effective level of capital. 

By using GAAP, with its historical cost bias, regulators needlessly 
hamstring themselves. 18 It gives depositories a valuable and potentially 
dangerous option: to continue to value an asset at its historical value, even if 
its value has declined since its acquisition, while also being able to sell the 
asset if it rises above its historical value and thus recognize a gain. Allowing 
an institution to recognize gains (which may then be paid out to owners) while 
hiding losses is an invitation to invest in high-variance assets and a recipe for 



16 Important advocacy ofPCA can be found in Benston and Kaufman (1988a, 1988b). 

17 See the discussion in FDIC (1997). 

18 A flavor of this can be found in FDIC (1997), where FDIC officials observe that they knew 
that some banks were really in trouble but the GAAP balance sheets indicated solvency. 
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2. Forward-looking stress tests. As a supplement to market value 
accounting, safety-and-soundness regulation should require stress tests of 
depositories: how well (and how long) does their (market value) capital hold 
up under various pessimistic economic scenarios? Some stress testing is 
implicit in the risk modeling that is likely to be a part of the capital standards 
that are currently being developed by the Bank for International Settlements. 19 
However, it is currently unclear how much stress testing will be involved, 
how standardized it will be, or even how many depositories will avail 
themselves of these sophisticated approaches (as compared to just a 
modification of the current standards, with somewhat modified risk 
weights 20 ). 

3. The importance of long-run subordinated debt. Long-run subordinated 
debt brings to the institution a set of market-based, sophisticated stakeholders 
whose interests are similar to (although not identical to) those of the deposit 
insurer. The pricing of this debt is likely to provide bank regulators with signals 
as to the financial markets’ assessment of a depository’s prospects. Unlike 
uninsured deposits, however, long-term debt is not “runable” and thus cannot 
destabilize a depository (and its peers). Also, covenants may allow the debt 
holders to exert some influence over management. 

Unfortunately, many bank regulators continue to see subordinated debt as 
“debt,” with obligatory interest payments that are not as capable of being 
deferred as are the dividend payments on equity. Also, the flotation of 
subordinated debt may present a scale problem for very small depositories, of 
which there are still many thousands in the U.S. 21 

4. The appropriate structure for a depository. The American populist 
tradition ofkeeping banks small and limited in their powers continues to hamper 
the development of sensible thinking about the appropriate structure for a 
depository institution. Despite the passage of the Gramm-Leach-Bliley Act of 
1999 and the development of large multi-function financial institutions, a safety- 
and-soundness based approach to depository structure - what banks should and 
should not be allowed to own and do - has yet to be widely accepted. 



19 These internal (to a depository) risk modeling approaches, which are part of the new capital 
proposals frequently referred to as “Basle II,” are described by the Bank for International 
Settlements as the “advanced” and “foundation” approaches. 

20 This modification is described by the Bank for International Settlements as the “standardized 
approach to credit risk.” 

21 As of December 31, 2001. there were over 5,000 commercial banks and savings institutions 
with less than $100 million in assets. 
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The logic of a safety-and-soundness approach would argue for the 
following: anything that is examinable and supervisable - i.e., activities and 
assets about which depository regulators can make judgments as to the 
competence of the depository in managing the activity or the asset, and for 
which the regulators can set informed capital requirements - should be permitted 
within the depository . 22 Anything else should not be permitted within the 
depository but should be permitted to be located in a holding company or a 
separately capitalized subsidiary of the depository . 23 And any transactions 
between the depository and its holding company or subsidiary must be on arms- 
length terms and subject to close regulatory scrutiny, so as to prevent the 
siphoning of assets out of the depository and ultimately to the owners. 

CONCLUSION 

The savings and loan debacle remains as an important event in U.S. 
financial history, and is likely to remain so for many decades to come. It was 
a costly experience, but an educational one as well. Depository regulation is 
substantially improved today as compared with two decades ago. 

Unfortunately, even more should have been learned. One can only hope 
that the American polity will not need another such costly experience in order 
to learn the remaining important lessons. 



“This logic is laid out in Shull and White (1998). 

i 3 If the subsidiary is separately capitalized, the depository cannot count as an asset the net 
worth ofthe subsidiary. 
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Charticle 2 

Impact of Regulatory Chokeholds 




Source: FDIC 

The dramatic economic events occurring throughout the 1980s had a 
cataclysmic effect on the savings and loans because of the regulatory 
chokehold they were under at the time. The devastating impact on 
profitability resulted in more than a thousand institutions being closed. 
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The savings and loan legislation enacted into law on August 9, 1989 1 is a 
point of demarcation between the past and future for the financing of housing 
in the United States and the regulation of financial intermediaries which 
obtain deposits primarily for that purpose. This paper will discuss that 
legislation, after discussing some of the reasons for the current plight of the 
savings and loan industry in the United States. 

Savings and loan associations in the United States came into being in the 
1830s 2 to provide a means for persons of limited income to save money and to 
acquire home ownership by borrowing a substantial portion of the purchase 
price. In the 19th century and early 20th century in the United States, many 
commercial banks, especially those in large urban areas, were not structured 
to encourage customers of limited means either to deposit their funds or to 
obtain loans secured by mortgages or other collateral. 3 Thus, many small 
savings and loan associations were chartered throughout the United States to 
serve such customers. 4 A number of these associations initially served 
identifiable nationality groups, did not open every work day and were not, for 
most puiposes, competitors of commercial banks. 

At the time of the Great Depression' in the United States, what could be 
described as the current era of savings and loan association history began. 
Legislation was necessary because, like commercial banks, many savings and 



'The Financial Institutions Reform, Recovery and Enforcement Act of 1989, P.L. 101-73, 103 
Stat. 183 (1989) [hereinafter “FIRREA”]. 

2 In 1831, the Oxford Provident Building Society was organized in Frankford, PA. It was the 
first savings and loan association in the United States. Committee on Savings and Loan 
Associations, Section of Corporation, Banking and Business Law. American Bar Association, 
Handbook of Savings and Loan Law. 8 (1973). Ironically, the Oxford's first borrower, Comly 
Rich, fell behind in his repayments and the association "confiscated” his land. Symons and 
White, Banking Law, 55 (2d ed. 1986). See also Williams, Savings Institutions: Mergers, 
Acquisitions and Conversions, 1.02[1] (1989) (describing the evolution of the savings 
institution industry). 

3 Adams and Peck, The Federal Home Loan Banks and the Home Finance System, 43 Business 
Law. 833, 835 (1988) (explaining that associations were formed to meet the need for housing 
loans, but commercial banks concentrated mostly on agricultural and commercial lending). 

4 By 1890, Oklahoma was the last of the then states to charter an association. An 1893 
government census reported that 560 building and loan associations existed nationwide. 
Symons and White, Banking Law, 55 (2d ed. 1986); see Handbook of Savings and Loan Law at 
8-14 (describing the growth of savings and loan institutions). 

5 The stock market crash occurred on October 29, 1929, precipitating the Depression of the 
1930s. Some economists, although recognizing that the economy became stronger in the mid- 
1930s, believed another depression could have occurred in the late 1930s had it not been for the 
outbreak of World War II in Europe. 
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loan associations in the early 1930s could not pay their customers upon 
demand, in part because borrowers could not repay their mortgage loans, 6 and 
partly because collateral, particularly real estate, could not be liquidated for 
amounts approaching book value. 7 

The Congress of the United States passed the Federal Home Loan Bank 
Act in July 1932, 8 the Flome Owners’ Loan Act in June 1933, 9 and Title IV of 
the National Housing Act in June 1934. 10 These statutes created the Federal 
Home Loan Banks, the Home Loan Bank Board and the Federal Savings and 
Loan Insurance Corporation. This statutory framework, implemented by 
regulations, stayed in place, admittedly with numerous amendments, until 
August 9, 1989. 

What went wrong during the 1980s, or before? Since history is ultimately 
what historians say it is, what went wrong depends upon the analysts and their 
frame of reference. Attached as an appendix is a list of “15 major causes for 
losses that hurt the savings and loan business in the 1980s,” as compiled by 
Norman Strunk, former chief executive officer of the U.S. League, the largest 
savings and loan industry group in the United States, and Fred E. Case, 
Professor Emeritus at the Graduate School of Management of the University 
of California at Los Angeles. 11 This list 12 does not include a reference to the 



6 Most mortgage loans then in effect were not amortizing mortgages; the principal became 
payable on the due date. The borrower paid his monthly amount into a separate savings account 
and the association distributed dividends to the borrower’s account. When the savings account 
balance plus dividends equaled the loan amount, the loan was cancelled and the borrower 
owned his home. A. B. Theobald, Forty-Five Years on the Up Escalator, 24-25 (1979). When 
an association failed, this had a tragic effect on the borrower, who still owed the entire amount 
of his mortgage, but might or might not recover the amounts paid into his savings account 
when the association was liquidated. Id. at 24. In addition, this system “padded” the balance 
sheet; its abandonment in favor of a system of applying all the payments by the borrower 
directly against the loan naturally caused a decrease in the assets of the association undergoing 
the change.” Id. 

7 As a result, 1,700 savings institutions failed in the early years of the Depression. Adams and 
Peck, “The Federal Home Loan Banks and the Home Finance System,” 43 Business Law 833, 
835 (1988). 

8 12 U.S.C. 1421, et seq. amended by Section 702 of F1RREA P.L. 101-73, 103 Stat. 183 
(1989). 

9 12 U.S.C. 1461, et seq. (1933) amended by Section 301 of FIRREA, P.L. 101-73, 103 Stat. 

183 (1989). 

10 Formerly, 12 U.S.C. 1724, et seq. Repealed by § 407 of FIRREA, P.L. 101-73, 103 Stat. 183 
(1989) effective August 9, 1989. See also § 401(a) (1) that abolished the Federal Savings and 
Loan Insurance Corporation, effective on the day of enactment of FIRREA. 

11 Editors’ note: see appendix at the end of this chapter. 

12 Strunk and Case, Where Deregulation Went Wrong: A Look at the Causes Behind Savings 
andLoan Failures in the 1980s, 14-16 (U.S. League of Savings Institutions, 1988). Some ofthe 
causes stated in the list could be considered consequences, rather than primary causes. See, as 
examples, numbers 7, 8 and 9. 
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form of charter, mutual or stock, nor does it discuss the U.S. federal budget 
deficits and their consequences in the 1980s, two possible, additional causes 
that will be discussed in this paper. 

This paper will indicate the perceptions of this “historian,” who did not 
become familiar with the savings and loan industry until 1969, when he 
became General Counsel of the Federal Home Loan Bank Board and the 
Federal Savings and Loan Insurance Corporation in Washington, D.C., the 
federal regulator of and the federal insurer for most of the savings and loan 
industry in the United States. 13 

By 1969, the savings and loan associations were subject to some federal 
income taxation. 14 During many prior years, they were not, for the 
associations, particularly those in the majority which were mutual (no 
stockholder) form, were considered by many legislators as being “quasi- 
philanthropic” institutions, useful in implementing the twin social goals of 
savings and loan and home ownership spelled out in § 5(a) of the Home 
Owners’ Loan Act of 1933. 15 Some of those same legislators appeared to 
believe that all savings and loan associations should make 25- and 30-year 
amortizing mortgage loans for low, fixed rates of interest (while permitting 
payoffs without penalties at the discretion of the borrowers), while paying 
even lower rates on passbook accounts to customers who, by custom and 
usage, could withdraw their funds at will and within days of depositing them. 

This gave rise to the recognized weakness of savings and loan 
associations which borrowed short and loaned long. When interest rates were 
reasonably stable, when inflation was low and under control and when the 
depositors wittingly or unwittingly were agreeable to subsidizing housing 
finance by receiving low rates of interest (mandated in large part by federal 
statutes and regulations), this concept remained workable. 

But when, in the late 1970s and early 1980s, the U.S. suffered double 



13 The Chairman of the Federal Home Loan Bank Board from 1969 until 1972 was Preston 
Martin, who also served as Vice Chairman of the Board of Governors of the Federal Reserve 
System from March 31, 1982, to April 30, 1986. 

14 Savings and loan associations first became subject to federal coiporate income tax in 1951. 
Tax revisions in 1962 and 1969 further eroded the associations' heretofore exempt status. 
Handbook of Savings and Loan Law at 12-1 A. See also, Adams and Peck, “The Federal Home 
Loan Banks and the Home Finance System,” 43 Business Law 833, 845 (1988) (describing how 
the “quasi-go vemmental nature” of the Federal Home Loan Banks renders them exempt from 
most state and local taxation (except surtaxes, estate, inheritance and gift taxes). 

15 12 U.S.C. 1464(a), as amended by § 301 of F1RREA, P.L. 101-73,103 Stat. 183 (1989). 
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digit inflation, 16 when interest rates rose and fell unpredictably 17 and by large 
percentages, when older savers, including people who expected to and, in fact, 
did live longer, had more money to save and were interested in maximizing 
return rather than subsidizing housing and when many savers desired higher 
rates of interest, regardless of whether the accounts were federally insured, 18 
the savings and loan structure was no longer stable. In large part, the system 
became unworkable, despite attempted piecemeal legislative and regulatory 
“fixes.” 

Meanwhile, commercial banks were becoming more interested in 
acquiring the savings accounts and checking accounts of individuals, and 
were paying competitive rates to get them. 19 When non-federally insured 
money market or mutual funds paid even higher rates than savings and loans 
or commercial banks, 20 the savings and loan associations, to remain 
competitive, were forced to pay higher rates to their own depositors. In turn, 
they sought to make investments that provided higher (albeit somewhat 
riskier) rates of return. The legislative and regulatory frame work, particularly 
in the 1980s, could not and did not accept this stress. 

The mutual form of many savings and loan associations, as noted earlier 
in this paper, 21 was not a source of strength for long-term survival. 22 The 



16 In 1979 (11.3 percent), 1980 (13.5 percent) and 1981 (10.4 percent). Strunk and Case, Where 
Deregulation Went Wrong: A Look at the Causes Behind Savings and Loan Failures in the 
1980’s, 3 (U.S. League of Savings Institutions, 1988). 

17 The 90 day T-bill rate was 6.995 percent in June 1980 and was 16.295 percent in May 1981. 
The prime rate averaged 18.87 percent in 1981 with a high of 21.5 percent. Id. 

18 Mutual fund investment at the end of 1979 stood at $94.2 billion. Ten years later 11989], the 
industry is ten times as large, with total assets of $936.6 billion at the end of July, 1989. 
Chicago Tribune (September 1 1 , 1989) at C3. There has been a “dramatic expansion in the 
number and types offunds available,” Id. At the beginning of the decade, there were 524 funds 
with just under 10 million shareholder accounts. By contrast, in 1988, there were 2,718 funds 
with close to 55 million accounts. Id. It is believed that the 1980s mutual fund boom has gone 
“too far for too long” and represents only a temporary growth spurt. Id. 

19 Regulation Q limited the interest rate on commercial bank time and savings deposits to 3 
percent from 1933-1962. Regulation Q became applicable to savings and loan associations and 
savings banks in 1966 but permitted them to pay 25-50 basis points more than commercial 
banks. 

20 See Footnote 17, supra. 

21 

In the stock form of a savings association, shareholders contribute permanent capital in 
exchange for shares of stock which represent ownership interests in the association. In a mutual 
association, the customers lend capital to the association by placing funds in withdrawable 
savings accounts evidenced by a passbook or certificate. Handbook of Savings and Loan Law, 
at 1244. 

22 When the Home Owners’ Loan Act of 1933 (12 U.S.C. 1464, et seq. (1933) was enacted, 
virtually all savings institutions were organized in the mutual form, Williams, Savings 
Institutions, at § 7.01 [1]. By 1973, approximately 88 percent of all savings and loan 
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mutual institution, which by definition could not sell stock or other equity 
securities, could increase its reserves (capital or net worth) only through net 
earnings. 23 As all savings and loan associations suffered through interest rate 
cycles that sometimes resulted in the payment of interest to depositors at rates 
higher than the average rate of return on mortgage loans, some of which had 
been made at low coupon rates years before, net earnings were not enough, 
and in some years did not exist. 

After a number of false starts, the Federal Flome Loan Bank Board in the 
mid-1970s permitted mutual associations to convert to the stock form, and 
approximately 727 associations of the total of 3,462 24 mutual federally- 
insured associations in the United States in 1975 did convert (see Table l). 25 
This paper is not the appropriate place to chronicle the history of such 
conversions, but conversions, when finally permitted, became time- 
consuming and expensive procedures, which benefited lawyers, accountants, 
investment bankers and others. The end result, for a time, was even beneficial 
to the savings and loan industry, but overall the benefits of conversion were 
too little, and came too late. 26 



associations in existence were mutuals. Handbook of Savings and Loan Law at 12. Currently, 
however, 68 percent of savings and loan assets are in the stock form. (This figure includes de 
novo stock associations.) Figures provided by L. Fleck, Deputy General Counsel, U.S. Office 
ofThrift Supervision, Washington, D.C. 

Until the 1970’ s, only state-chartered savings associations were allowed to operate under the 
stock form of organization. Today [1989], however, existing federal associations may freely 
convert to stock form, and new federals may begin operations under a stock charter. United 
States League of Savings Institutions, Savings Institutions Sourcebook 6 (1988). 

23 In some instances, directors of mutual institutions were asked by regulatory authorities to 
pledge savings accounts. Except for newly-chartered institutions, in which the directors were 
the moving parties, directors typically were not willing to pledge their own savings accounts. If 
the capital of the institution increased, the accounts would be released to the directors, but if it 
did not, pledged deposits were lost. 

24 This figure includes 2,048 federally-chartered savings and loans plus 1,414 state-chartered 
associations. Combined Financial Statements, Office of Economic Research, Federal Home 
Loan Bank Board (1976) at 7-8. In addition, there were 616 state associations in the stock form. 
Id at 9. 

25 See Leibold and Wilfand, The Conversion Process ; Mutual to Stock Savings and Loan 
Associations, 30 Business Law 129, 130 (November 1974) (discussing test case conversions of 
the early 1970s). 

26 It may be necessary to convert many of the remaining mutual associations to the stock form 
in order to raise the capital required by FIRREA. 
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Table 1: Stock Conversions for Years 1975 to 1989 



Year 


Stock Conversions 


1975 


1 


1976 


14 


1977 


14 


1978 


5 


1979 


15 


1980 


16 


1981 


37 


1982 


31 


1983 


83 


1984 


96 


1985 


78 


1986 


86 


1987 


130 


1988 


98 


1989 


23 



Source: L. Fleck, Deputy General Counsel, U.S. Office ofThrift Supervision, Washington, 

D.C. 

The mutual form, with its absence of evaluation by equity owners based 
on earnings per share, its absence of required public disclosure and its lack of 
broad scale incentives to those who did not hold the accountholders’ and 
borrowers’ proxies, was not a business format for all seasons. 27 The mutual 
form did not encourage innovation nor did it attract innovators into the 
business. These characteristics, combined with the inability of mutual savings 
and loans to raise additional capital except through conversion to the stock 
form and retained earnings, handicapped many members of this segment of 
the industry during the 1970s and the 1980s. 

This paper is not intended to be critical of all managers who used the 
mutual form; many had no alternative. Furthermore, as analysts survey the 
savings and loan failures of the 1980s, they will find as many or more failures 
in number, and certainly in absolute size, in stock institutions. The stock 
format provided entry to a number of new investors and innovative managers, 
including some buccaneers, who will be referenced later in this paper. 

Prior to the 1980s, when a savings and loan association got into financial 
difficulty, the federal regulators typically merged it into a healthy institution, 



27 Choice of format was not available in many states, even in the 1970s. In 1974, only 23 states 
in the United States permitted the chartering of new, stockholder-owned associations. That 
number increased substantially, however, in the mid- and late 1970s. 
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often with financial assistance from the Federal Savings and Loan Insurance 
Corporation (FSLIC). 28 In this type of transaction, the mutual form of charter 
was a benefit to the regulators, for there were no stockholders to complain 
about the lost value of their stock or to institute lawsuits against the 
regulators. Often there was no necessity for the appointment of a receiver, 
since the claims of all creditors were satisfied by the resulting institutions in 
the mergers. 29 When the FSLIC provided financial assistance for stock 
institutions, and this was virtually never done for the benefit of stockholders, 
the likelihood of a receiver was much higher. The overall policy purpose of 
these assisted mergers was the creation of a resulting, surviving institution 
which was viable and would not become another supervisory case within a 
short period of time. 

President Reagan was sworn in January 1981, having campaigned 
against high federal budget deficits. These very large budget deficits would 
continue (see Table 2), and would, in fact, be exacerbated by federal income 
tax reforms that would decrease the maximum percentages 30 and the operation 
of “trickle down” or supply-side economics. Prior to FIRREA, FHLBB- 
FSLIC funds did not come from the U.S. Treasury but rather from: (1) 
examination fees from regulated institutions; (2) income from FSLIC invested 
funds; (3) yearly federal insurance premiums paid by insured associations; 31 
and (4) assessments from the 12 Federal Home Loan Banks. Nonetheless, the 
expenditures of those non-Treasury funds were so-called “on line” budget 
items and, thus, increased the federal deficits when expended by the FSLIC in 
supervisory cases. 



28 12 U.S.C. 1729 (now repealed by § 407 of FIRREA). Section 401(a) (1) of FIRREA 
abolished the Federal Savings and Loan Insurance Corporation. 

29 See, e.g., 12 C.F.R. 546.3 (stating that all the assets and property of the merging associations, 
as well as their liabilities, became the property of the resulting association). 

30 Tax reform in the 1980s began with the Economic Recovery Tax Act of 1981, P.L. 97-34, 95 
Stat. 172 (1981), and the Tax Equity and Fiscal Responsibility Act of 1982, P.L. 97-248, 96 
Stat. 324 (1982). There was further reform in 1984 with the Tax Reform Act of 1984, P.L. 98- 
369, 98 Stat. 494 §§ 5-1082 (1984), and again two years later with the Tax Reform Act of 
1986, P.L. 99-514, 100 Stat. 2085 (1986). 

31 12 U.S.C. 1727, now repealed by § 407 of FIRREA. 
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Year Deficit ($ billions) 



1979 


41 


1980 


74 


1981 


79 


1982 


128 


1983 


208 


1984 


185 


1985 


212 


1986 


221 


1987 


150 


1988 


155 



Source: Congressional Budget Office 

The Administration chose not to expend sufficient FSLIC funds to 
resolve the early 1980s supervisory cases. These cases in great part resulted 
from associations paying high interest rates to current depositors, while 
collecting lower interest rates on long-term mortgages in portfolios (and 
surviving or not surviving the consequences of 8.5 percent usury statutes in 
states such as Illinois and New York). Instead, the Administration, through 
the FHLBB and FSLIC: (1) urged greater investment powers for savings and 
loan associations which, arguably, would increase their net income (such 
authorities were provided by the Garn-St Germain legislation of 1982); 32 (2) 
provided, by regulation, accounting procedures or practices, called RAP 
accounting, 33 which differed from generally accepted accounting principles 
and which tended to hide or mask the true accounting and financial status, as 
well as the limited reserves, of institutions; (3) invited new investors in 



32 Garn-St Germain Depository Institutions Act of 1982, P.L. 97-320, 96 Stat. 1469 (1982). 

33 One example of such accounting practices was the permission to associations to defer losses, 
upon the sale of mortgages and other assets, over a period of time such as the expected life of 
the mortgages. 12 C.F.R. 563c. 14 (1981) amended by 54 F.R. 34148 (August 18, 1989). The 
theory upon which this deferral was based was that the sale proceeds would be reinvested in 
higher earning assets. A substantial amount ofthe proceeds was invested in commercial real 
estate loans in areas such as Texas which later had a severe real estate depression or in high 
coupon mortgage-backed securities which, contrary to the expectations ofthe investors, paid 
off quickly when interest rates dropped and the holders ofthe high interest rate collateral 
mortgages paid them off. The associations which did this, mostly mutual ( GAAP did not allow 
the deferral), were inhibited from converting thereafter to the stock form because ofthe 
necessity for using GAAP accounting during and after the conversion. 

This program, actively pushed by the Federal Home Loan Bank Board, was a disaster. When 
the Congress passed FIRREA, it ignored deferred loan losses which are intangible assets. A 
number of institutions are or will be insolvent as a consequence of their inability to count these 
RAP “assets.” 
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savings and loans to provide funds, in limited amounts, to add capital to 
supervisory cases on the theory that a savings and loan institution charter was 
as valuable or more so than a commercial bank charter; (4) used optimistic 
FSLIC financial scenarios to indicate that the structured acquisitions and 
mergers of supervisory cases would be less expensive to FSLIC than 
liquidation with the resulting payment of insurance to accountholders, or 
alternatives requiring more financial assistance; 34 and (5) merged multiple 
supervisory cases into one institution on a phoenix concept, 35 which seldom 
resulted in anything of substance rising from the ashes, and which on its face 
violated the axiom that the whole is no larger than the sum of its parts. 

Unfortunately, as the 1980s passed, the prospective cost of resolving the 
problem of supervisory cases (phoenix associations and many others) became 
larger and larger, in the context of a policy of benign neglect referred to in 
part as “deregulation” of the savings and loan industry. The situation became 
worse, but neither national political party appeared willing to do much, if 
anything, about it. 

The Republican Party controlled the White Flouse and the Federal Home 
Loan Bank Board; the Democrats, after 1986, controlled both houses of 
Congress. But even in the 1988 Presidential election, neither party wanted to 
throw stones at the other on the subject of the savings and loan industry for 
fear, one could suggest, that the opposing party would direct an accusatory 



34 FHLBB selected June 1, 1981 as the dividing point between expensive FSLIC contribution 
agreements and much less costly agreements under new theories and procedures. Statement of 
Richard T. Pratt on H.R. 5568 before the Subcommittee on Housing and Community 
Development of the Senate Committee on Banking, Finance and Urban Affairs, March 24, 
1982; The FSLIC - Yesterday, Today and Tomorrow; Remarks by H. Brent Beesley at the 49th 
Annual Stockholders Meeting of the Federal Home Loan Bank of Chicago, April 12, 1982. See 
infra, note 36 (noting that the use of the phoenix institution helped the regulators buy time to 
find other solutions rather than liquidating failed institutions and subsequently paying out 
insurance to accountholders). 

35 The phoenix concept was utilized by FSLIC to combine one or more distressed savings and 
loans into a single operating unit which could then be rehabilitated or merged, (41 Savings and 
Loans, 261 (BNA) (August 22, 1983)) with FSLIC then infusing capital into the phoenix 
institution. 40 Savings and Loans, 85 (BNA) (January 17, 1983). The phoenixes were 
established as a last priority, “when no other institution could be found to merge with or 
acquire a failing savings and loan and the only alternative would have been liquidation.” Id. 
This policy demonstrated the Administration’s policy of avoiding the political and financial 
costs of paying out insurance to accountholders. It cost FSLIC 60 percent to 80 percent less in 
dealing with failing institutions between March, 1981 and January, 1983. Id. There was a 
middle ground, however, between paying insurance of accounts and creating a phoenix 
association, that is, contributing sufficient capital to create one or more viable institutions. 
Critics ofthe phoenix concept argued that, at best, the regulators were buying time. According 
to Kenneth A. Randall, former FD1C Chairman, “[tjhe bird the regulators are creating is not a 
phoenix; it’s a turkey.” American Banker, 2 (April 16, 1982). 
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finger. 

In 1984, Congressman St Germain scheduled hearings on the savings and 
loan industry. Its problems were already quite apparent, although not of the 
magnitude they would later achieve, but after testimony was prepared by 
various witnesses, including this writer, the Congressman called off the 
hearings. He didn’t say why. 

Referring back to the methodology of the Administration and the Federal 
Home Loan Bank Board in the early 1980s, it included inviting entrepreneurs, 
both individual and corporate, to invest in savings and loan supervisory cases. 
A number of such investors - potential pillagers - accepted the invitation and 
turned small, local savings and loan institutions into huge, multi-million, even 
billion dollar associations that ostensibly made profits, inter alia , by making 
commercial loans on real estate developments and taking the front end points 
into income. Some associations also invested, primarily under state law, in 
activities of questionable propriety for savings and loan institutions. In part 
because of recessions in oil and gas producing areas of the country, in part 
because of depressions in real estate values, and in part because of 
mismanagement, conflicts of interest and unparalleled avarice, a number of 
these savings and loan institutions, swollen in size, ultimately became 
hopelessly insolvent. 36 

When these occurrences were superimposed on an industry that was 
barely competitive with other financial intermediaries because of the lending 
long characteristic, which in part was in a business form unsuited to the times, 
and which had suffered from inadequate supervision, the lack of adequate 
federal financial support, and unsuitable alternatives for eight years, it was not 
surprising that there were serious savings and loan problems in 1989, that not 
only should have been recognized years before but about which something 
should have and could have been done. 

So, in 1989, the Bush Administration and the Congress have come to the 
rescue of the savings and loan industry - after the election - in a form that has 
been termed a “bailout.” What have they done? 

The regulatory structure has been changed. The Federal Home Loan 
Bank Board no longer exists (it has been abolished, with an effective date no 
later than October 9, 1989), but its former Chairman, one of three former 



36 In addition, there have been recent allegations that organized crime looted savings 
associations and used savings and loans to launder money. The Washington Post, Sept. 7, 1989, 
F2, Col. 1. It has been estimate[dj that up to half of the S&L losses were the result of fraud.” 

Id. This writer believes that such an estimate is much too high. 
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members, is now the Director of the new Office of Thrift Supervision. 37 That 
Office, with many of the same employees, will regulate and supervise both 
federally-chartered and state-chartered savings and loan associations. 38 The 
Office of Thrift Supervision (OTS) is not an independent agency but rather is 
an “office,” subject to the “general oversight” of the Secretary of the 
Treasury. 39 

The federal insurance fund for savings and loans has been moved from 
the control of the FHLBB, and its successor agency, OTS, to the Federal 
Deposit Insurance Corp. 40 (FDIC), and that agency now will insure the 
accounts of both commercial banks and savings and loans, with a bifurcated 
fund that will have for some years a different premium structure, depending 
upon commercial bank or savings and loan charter. 41 The FDIC Board has 
been expanded from three to five members, one of whom is the Director of 
the OTS. 42 

The FSLIC has been abolished, as of August 9, 1989. 43 The functions of 
the FSLIC have been divided among and between the FDIC, the Resolution 
Trust Coip. (RTC) and the FSLIC Resolution Fund. The RTC, 44 subject to the 
regulation of an Oversight Board, is authorized to liquidate savings 
associations that were insured by the FSLIC and have been or will be placed 
into receivership or conservatorship on and after January 1, 1989, and ending 
three years after the enactment of FIRREA. 45 A corporation called the 
Resolution Funding Corporation will raise the funds to assist the RTC to 
liquidate those savings and loans. 46 

If the savings and loan receivership or conservatorship predates January 
1, 1989, the FSLIC Resolution Fund apparently handles such entities. 47 The 
Fund is not a government agency. It is to be “managed” by the FDIC, but it is 



37 Section 301 of FIRREA; § 3 of the Home Owners’ Loan Act of 1933, as amended. 

38 Section 301 of FIRREA; § 4 of the Home Owners’ Loan Act of 1933, as amended. 

39 Section 301 of FIRREA; § 3 of the Home Owners' Loan Act of 1933, as amended. 

40 Section 205 of FIRREA; § 4 of the FDI Act, 12 U.S.C. 1814(a). 

41 Sections 208 and 21 1 of FIRREA; § 7 of the FDI Act, 12 U.S.C. 1817, and § 1 1(a) of the 
FDI Act. 12 U.S.C. 1821(a). 

42 Section 203 of FIRREA; § 2 of the FDI Act, 12 U.S.C. 1812. 

43 Section 401 (a) of FIRREA. 

44 Section 501 of FIRREA; new § 21 A of the Federal Home Loan Bank Act, 12 U.S.C. 1421, et 
seq, 

45 Ibid. [Eds: The RTC did not go out of business until December 31, 1995.] 

46 Section 51 1 of FIRREA; new § 21B of the Federal Home Loan Bank Act, 12 U.S.C. 1421, et 
seq. 

47 Section 215 of FIRREA; 12 U.S.C. 1821; new § 11A of the FDI Act. The RTC would not 
have jurisdiction under § 501 of FIRREA. 
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to be separately maintained and its assets arc not to be commingled with those 
of the FDIC. 48 

This is one example of why the statutory language may have to be 
amended. The statute does not indicate whether the assets and liabilities of 
numerous receiverships in which the FSLIC has been receiver are transferred 
to the Fund and, even if they are, the recipient of the assets and liabilities, the 
Fund, is not a government corporation but rather a “fund.” This is similar to 
contributing money to someone’s trouser pocket, rather than to the individual, 
and indicating that the owner of the trousers may not commingle those funds 
with his funds. Who owns the fund and who may proceed in court based on 
this legislative construct is unclear. 

Returning to agency structure, the 12 Federal Home Loan Banks no 
longer will be under the control of the three members of the FHLBB but 
rather under the control of a five-person agency called the Federal Housing 
Finance Board. 49 

Within six months of the enactment ofFIRREA, the Federal Home Loan 
Mortgage Corporation (Freddie Mac), formerly under the direction of the 
Federal Home Loan Bank Board, will be under the direction of a Board of 
Directors of 18 members, five of whom are appointed by the President of the 
United States and 13 of whom will be elected by the stockholders of Freddie 
Mac. 50 The Secretary of the Department of Housing and Urban Development 
will have general regulatory authority over Freddie Mac, including the 
aggregate amount of cash dividends on its common stock. 51 

In the FIRREA competition between the various arms of the Federal 
Government, the winners were the Department of the Treasury, the 
Department of Housing and Urban Affairs and the FDIC. The successor to the 
FHLBB, that is, the OTS, has much less total authority than its predecessor 
within the U.S. Government, but it retains and has received even more power 
over individual savings and loan associations. 52 Whereas there had been 



48 FIRREA specifically indicates in new § 1 1 A(2)(A) of the FDI Act: 

“(A) In General - Except as provided in Section 21A ofthe Federal Home Loan Bank Act 
[applicable to RTC and its Oversight Board], all assets and liabilities ofthe Federal Savings 
and Loan Insurance Corporation on the day before the date of enactment ofthe [FIRREA] shall 
be transferred to the FSLIC Resolution Fund.” (§215 ofFIRREA) 

49 Section 702 of FIRREA; new § 2A of the Federal Home Loan Bank Act, 12 U.S.C. 1421. 

50 Section 731 of FIRREA; § 301 of the Federal Home Loan Mortgage Corporation Act, 12 
U.S.C. 1451. 

51 Section 731 of FIRREA; § 303 of the Federal Home Loan Mortgage Corporation Act, 12 
U.S.C. 1451, et seq. 

52 Section 301 of FIRREA; 12 U.S.C. 1461, et seq. 
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questions about the FHLBB’s power over some aspects of the operations and 
particularly the investments of state-chartered but federally-insured savings 
and loan associations (the authority over which came through the FHLBB’s 
direction of the FSLIC, the deposits insurer), FIRREA provided very 
substantial power, directly and indirectly, over the operations, investments 
and supervision of state-chartered associations. 53 

What are some of the practical consequences of this legislation over what 
remains of the savings and loan industry? 54 

(1) The funding requirements of the legislation will be a substantial 
burden on the earnings of the 12 Federal Home Loan Banks. 55 
Thus, savings and loan associations, all of which are members of 
the System, will receive smaller dividends on their stock 
investments in the Federal Home Loan Banks, thereby 
decreasing their net income. 

(2) The FDIC and the RTC (including its Oversight Board) may 
find that there are not a huge number of potential acquirers 
willing to invest substantial funds to obtain savings and loan 
franchises. Because of the number of institutions already in 
receivership and conservatorship 56 and the number of institutions 
that do not and cannot obtain adequate capital to satisfy the 
minimum FIRREA statutory capital requirements, 57 the supply 
of franchises may exceed the acquirers in the short run. 

(3) There will be numerous real estate transactions with RTC and 
other agencies, if the price is right. However, in certain areas of 
the country such as Texas, Arizona, Louisiana and Oklahoma, 



53 See the supervisory authority provided to the Office of Thrift Supervision by Title IX of 
FIRREA. See also the definition of “savings association” as contained in § 2(4) of the Home 
Owners’ Loan Act of 1933, as amended by § 301 of FIRREA. 

54 Less than 3,000 associations, including those in receivership and conservatorship, remain. 
There were over 4,000 federally insured savings and loans in 1975 and approximately the same 
number at year end 1980. 

55 Section 721 of FIRREA. Income from the Banks will be used for the Affordable Housing 
Program and the Resolution Funding Corporation. 

56 As of September 15, 1989, there were 257 associations in conservatorship. 

57 As of September 15, 1989, the amount of such capital requirements was uncertain. Because 
the statute (§ 301 ofFIRREA; § 5(f) ofthe Home Owners’ Loan Act of 1933, as amended) 
requires three different types of capital, that is, core, tangible and risk-based, and all of the 
measurements are related to requirements ofthe Comptroller ofthe Currency for commercial 
banks, requirements formulated for different business entities, translating commercial bank 
requirements into a construct for savings and loan associations is not easy. The risk-based 
requirements present the most problems, for the banking regulators have not determined a 
minimum level, as of September 15, 1989. 
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the amount of real estate available and the severely depressed 
state of the market may encourage some purchasers to wait out 
the agencies, hoping for even lower prices. 

(4) The incorporation of commercial banking capital standards (risk- 
based capital) may result in an even higher level of capital for 
savings and loans than expected by the Congress. 58 As noted 
above, Congress may have to revisit this legislation soon, and it 
should necessitate more than mere “technical corrections.” 

(5) The Congressional attack on the intangible asset of goodwill has 
had and will have unforeseen consequences. The Congressional 
debates over goodwill clearly indicated that goodwill would not 
be counted 59 in the tangible capital requirement of 1.5 percent of 
assets. Even for the three percent core (or leverage) capital 
requirement, only part of it (50 percent) could be satisfied by 
supervisory goodwill. 60 

But what had not been trumpeted was the fact that when 
Congress borrowed from the commercial banks and its regulator 
(the Comptroller of the Currency), the limitations on loans to 
one borrower, that is, 15 percent of “unimpaired capital and 



58 See Footnote 56, supra. 

59 Section 301 of FIRREA; § 5(t) of the Home Owners’ Loan Act, as amended. 

60 Goodwill became a "whipping boy” for the Congress during the debates and discussions 
about FIRREA. Up to that time, goodwill was an appropriate asset under GAAP. For example, 
if association X acquired the stock of association Y and paid 1.50 times book, the .50 was 
treated as an asset of the acquirer, that is, goodwill. 

In the early 1980's when the FSLIC did not have sufficient funds or chose as a government 
policy not to spend them because of federal deficits, persons, companies and other savings and 
loans acquired supervisory cases and received no financial assistance or financial assistance in 
an amount less than the difference between the then market value and historical book value of 
assets (liabilities also were valued but often were not a significant factor). This goodwill could 
be written off over 25 years (under GAAP) and sometimes longer under RAP. It was not an 
earning asset, it was not a tangible asset, but it was a valid asset under GAAP. (When interest 
rates were very high — much higher than coupon rates on mortgages, mortgage-backed bonds 
and U.S. Treasury bonds — the difference between historical book and market became a quite 
substantial figure, some of which could not have been satisfied with financial assistance. For 
example, to finance “underwater” treasuries with financial assistance probably would have 
been inappropriate.) 

Under FIRREA, this goodwill, supervisory and non-supervisory, has been labeled a very bad 
asset not ineluctable for tangible and only partly for risk-based and core capital. Time reaction 
of the members of Congress and the press was of great interest and was a 1989 example of the 
potential of propaganda. 

There probably will be a number of lawsuits, in addition to the one referred to in footnote 62 of 
this paper, by institutions which believe strongly, and in this writer's opinion, properly, that the 
U.S. Government abrogated contracts with them and took their property without due process of 
law, contrary to provisions in the U.S. Constitution. 
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unimpaired surplus,” goodwill probably could not be counted in 
these touchstone terms; 61 thus a number of associations, already 
being punished by Congress for doing the Federal Government a 
favor in the 1980s by taking over supervisory cases and receiving 
supervisory goodwill, were further being punished by limiting 
their loans to one borrower in many instances to no more than 
$500,000. 62 Some associations which had very substantial 
regulatory (and GAAP) capital prior to August 9, 1989, and had 
made safe and appropriate commercial loans and real estate 
development loans, in effect now were out of those markets. 

(6) Many associations, which used service corporation subsidiaries 
to engage in profitable activities while protecting the parent 
association from potential liability, find they now have 
substantial impediments to continuing those activities. 63 
Whereas, prior to August 9, 1989, loans by the parent to the 
service corporations were not limited by the loans to one 
borrower regulation (§563.9-3(a)(2)(ii) of the Insurance 
Regulations), no such exception was included in § 5(u) of the 
Home Owners’ Loan Act, as amended by FIRREA. 64 

Subject to special FDIC dispensations, after January 1, 1990 the 
service corporations of state-chartered associations may not 
engage in any activities in which the service corporations of 
federally-chartered associations may not engage, 65 Thus, state- 



61 This rubric already was applicable to commercial loans made by savings and loans, pursuant 
to the Gam-St Germain legislation, but the Federal Home Loan Bank Board adopted a broad 
definition of “unimpaired capital and unimpaired surplus," in § 563.9-3(a)(4) ofthe FSLIC 
regulations. Stricter conformity to the Comptroller ofthe Currency's regulations almost 
certainly will be required under FIRREA, particularly on the goodwill component. The Bank 
Board’s definition, which still remains in effect until modification, reads as follows: “(4) 
Unimpaired capital and unimpaired surplus. The term “unimpaired capital and unimpaired 
surplus” means regulatory capital plus specific reserves for loan losses, less appraised equity 
capital.” 

" The Long Island Savings Bank has sued the appropriate agencies ofthe U.S. Government 
contending that the FIRREA legislation on the issue of goodwill is an abrogation of its contract 
and is a taking, contrary to the due process clause ofthe U.S. Constitution. Long Island Savings 
Bank F.S.B. v. Federal Savings and Loan Insurance Corp., CV-89-2699 (E.D.N.Y. August 25, 
1989). See, 53 Banking Rpt. 274 (BNA) (1989). [See the discussion of the supervisory goodwill 
cases in the 2002 Epilogue to this paper. ] 

63 See 12 C.F.R. 545.75 for a list of approved activities for service corporations of federally- 
chartered associations. 

64 Section 301 of FIRREA. 

65 Section 222 of FIRREA; § 28(g) (1) and § 28(a) ofthe FDI Act. See also § 28(b) ofthe EDI 
Act. 
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chartered associations which owned certain types of insurance 
companies, as well as many other companies with activities not 
on the federal permitted activity “list,” probably will have to 
divest those service corporation subsidiaries. The end result of 
divestiture was contemplated by the Congress, but the 
procedures for and possible losses as a consequence of 
divestiture probably were not foreseen. 

(7) The Congress must have foreseen the primary consequence of 
requiring savings and loan associations to divest all “junk bond” 
holdings, i.e., savings and loans no longer could own junk 
bonds. 66 Whether this was a good approach, and whether the 
associations’ replacement investments (theoretically at a lower 
rate of return to maintain or increase their capital with less risk) 
can bring in a sufficient net return is highly debatable. 

When one analyzes the required and higher (70 percent) qualified 
savings and loan lender test, lower returns from investment in Federal Home 
Loan Bank stock, the inability to invest in junk bonds, the lower loans to one 
borrower limitation (in some cases, no more than $500,000), the more limited 
investment authority in service corporations, and the limitations on 
investments in non-residential real estate loans (4 times capital for federal 
associations — if capital consisted of goodwill, 4 times 0 is 0), one can only 
conclude that Congress was picturing the idyllic savings and loan of the 1950s 
making single family dwelling loans and being the subject matter of more 
Jimmy Stewart movies. 

That dream, if it existed, is a bad dream. If the industry wasn’t 
competitive in the 1970s, it is not going to be more competitive in the 1990s 
by removing all of the aforementioned mechanisms for earning greater 
income. That does not mean a substantial number of institutions won’t survive 
— many will, ifthey enter the 1990s with a high percentage of capital. 

But the good fortune of some (and some of those associations may be 
fortunate because they simply ignored the changes in the industry in the 1970s 
and 1980s) will not resolve the problems of the hundreds of associations that 
don’t have sufficient capital. 

Under FIRREA, commercial banks and commercial bank holding 
companies will be able to acquire healthy savings and loans and either hold 
them separately or, under some circumstances, merge them into the 
commercial banks. This had been permitted prior to FIRREA only with 
reference to savings and loan supervisory cases. This authority, as well as 



66 Section 301 of FIRREA; § 5(d) of the Home Owners’ Loan Act. 
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savings and loan demand deposit authority identical to that of commercial 
banks, were two of the few additions provided by FIRREA that some 
commentators would consider benefits or potential benefits to savings and 
loans. 

There is no ability, however, to control a mutual institution until it 
converts to the stock form. Such control of a converted association typically is 
not permitted without OTS prior approval for three years after conversion 
unless the mutual association was a supervisory case and is converted 
pursuant to a voluntary supervisory conversion or modified conversion. In 
such conversions, the acquirer agrees with the federal regulators to invest a 
pre-determined amount of capital, and those levels have not yet been 
published in the post-FIRREA atmosphere. 

What will be the short-term and long-term effect of FIRREA on the 
financing of housing in the United States? In the short run, the legislation may 
make more funding available for housing because of the limitations on the 
size and types of other loans described in this paper. Many savings and loans, 
desirous of making other types of loans, may not be permitted to do so by 
loans-to-one-bonower limitations, their capital posture and the qualified 
savings and loan lender test. Even acquiring mortgage-backed securities may 
not be an alternative because of accounting regulations already adopted by the 
OTS whose effective date has been postponed until January 1990. Such 
regulations could require “mark to market” of such securities, but would not 
be applicable to mortgage loans. 

The longer teim effect on housing finance, however, should be analyzed 
in depth, and there is a question whether the Congress did that in passing 
FIRREA. The Congress was most interested in protecting depositors and the 
federal insurance fund — they were interested in savings. But home loans are 
also an objective of savings and loans in the United States. Whether home 
ownership was a long-term beneficiary of the new legislation remains to be 
seen as more savings and loan associations are sold or go into conservatorship 
or receivership. 

EPILOGUE 



This country and the savings and loan industry now are 13 years into the 
“future,” past the passage and effective date of FIRREA - August 9, 1989 - 
and after the preparation and delivery on September 9, 1989 of this paper in 
Strasbourg at a meeting of the International Bar Association, Business Law 
Section. Some of the consequences of FIRREA now are readily perceived. 
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(1) The Resolution Trust Corporation (RTC) handled hundreds 

of savings and loan receiverships (approximately 747 during 
1989-1995). Billions of dollars of assets of those savings and 
loans were sold (approximately $455 billion of a total of $465 
billion), and hundreds of lawsuits were instituted against 
former officers and directors of savings and loans, as well as 
against law firms and accounting firms. The RTC went out of 
business on December 31, 1995, and most of its 

responsibilities as well as its assets were taken over by the 
FDIC. 67 

This writer has not yet seen an objective analysis of what the 
RTC accomplished and what it did not. Its press releases and 
semi-annual reports, if believed, indicated that overall it did a 
wonderful job, including an efficient costs/benefits ratio. The 
true picture very likely is less rosy, but space prevents this 
author from additional analyses at this time. 

(2) Lawsuits against the Federal Government, as a result of the 
FIRREA change in the treatment of supervisory goodwill as 
capital, continue on. Approximately 120 such suits have been 
instituted; approximately 100 remain pending. After the early 
decisions of the Court of Federal Claims, the U.S. Court of 
Appeals for the Federal Circuit, and the U.S. Supreme 
Court' ,s held that FIRREA resulted in breaches of contract 
and, as a consequence, Federal Government liability, 
optimism ran high about many millions, even billion dollar 
recoveries. The potential recovery by plaintiffs has been 
estimated to be a maximum of $20 billion. Today, as 
decisions of the Court of Federal Claims and the Federal 
Court of Appeals on damages have been handed down, some 
of the early victories may have been pyrrhic. One settled case 
has resulted in a plaintiff receiving money; ten cases have 
been tried and are on appeal. Thus, most of the cases are not 
over. Possibly 13 years from now, the final chapter on the 
goodwill cases, resulting from FIRREA, can be written. 



67 See FDIC, Managing the Crisis: The FDIC and RTC Experience, Chapter Eighteen - 
Epilogue, p. 207. 

68 See the important case of Winstar Corp. v. U.S., 994 F.2d 797 (Fed. Cir. 1993), decision 
vacated by court en bamic. 64 F, 3d 1531 (1995), affirmed and remanded, 518 U.S. 839, 135 L. 
Ed. 2d, 964, 116 S. Ct. 2432 (1996). 
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(3) The Office of Thrift Supervision (OTS) remains with us, but 
rumors continue to circulate that it will be merged into - 
absorbed by - the Office of the Comptroller of the Currency 
(OCC). Since the OCC also is an Office within the 
Department of the Treasury, such an absoiption very likely 
could be handled fairly easily. The number of employees at 
OTS has decreased, and reductions in forces (RIFs) continue. 

OTS had no permanent Director for five years, from 
December 4, 1992, until October 28, 1997. For almost four of 
those years, one of the Office of Supervision staffers, 
Jonathan Fiechter, was an “Acting Director,” based on 
delegations of authority issued by OTS Director Ryan. 
Thereafter, from October 10, 1996 until October 1997, 
Nicolas Retsinas from F1UD acted as the non-permanent 
Director. Finally, on October 28, 1997, Ellen Seidman was 
sworn in as the Director of OTS, after having been confirmed 
by the Senate. On November 28, 2001, post the 2000 
election, James F. Gilleran was confirmed as the new 
Director of OTS and currently holds that position. 

Why was there no permanent Director of OTS for years? 
Very likely because neither political party wanted a 
confirmation fight, just a few years after the savings and loan 
crisis surfaced. Flaving no Director, however, did not enhance 
the prestige of the Office of Thrift Supervision. 

It also created legal issues about some of the quasi-judicial 
actions of the “Acting Director.” 69 

(4) The drive by the FHLBB/FSLIC staff in the late 1980s for 
mark-to-market accounting for certain savings and loan assets 
- but not real estate loans - has never resulted in a 
comprehensive final agency regulation. If such a regulation 
were adopted for all savings and loan assets - or even for 
certain categories of assets - many or most savings and loans 



69 See Doolin Savings Bank v. OTS, 139 F. 3d 203 (D.C. Cir., 1998); petitioner Recall of the 
Mandate, 156 F. 3d 190 (D.C. Cir. 1998). See also United Savings Association of Texas, OTS 
Order No, AP 95-40 (Dec. 26, 1995) presently before the OTS Director on Exceptions to the 
Recommended Decision (in favor of respondents on all claims) of Arthur Shipe, dated 
September 12, 2001. Both cases involve the authority of Jonathan Fiechter to institute cease 
and desist actions. 
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would be insolvent during periods of rising interest rates. 
Even rules applicable to savings and loans that act as 
“dealers” in certain securities have interpretive problems, as 
well as financial consequences. 

(5) The participation of the Reagan Administration in the savings 
and loan crisis, with its emphasis on budgetary consequences 
of potential FSLIC actions, has been recognized but not 
discussed in any detail. 70 

(6) The junk bond market has had its ups and its downs since 
1989 and FIRREA, but by no means can be classified as the 
great danger portrayed by Congress in FIRREA. As a 
consequence of FIRREA, however, and its requirement that 
high yield bonds no longer be held by savings and loans, 
purchasers of the bonds from savings and loans - sold off at 
fire sale prices - made multiple fortunes in the early 1990s. 

(7) The number of savings and loan associations has decreased 
dramatically since 1989. As of December 31, 2001, there 
were 1,019 savings and loan associations in the United States, 
down from over 3,000 in 1989. Receiverships, resulting in 
pail from the higher capital requirements of FIRREA, as well 
as substantial modifications about what could be counted as 
capital (e.g., supervisory goodwill), brought about a large 
diminution in the absolute number of savings and loans. The 
“black spot” of being called a “savings and loan association” 
brought about conversions of savings and loan charters to 
commercial bank charters. Charter characteristics also were 
relevant to such conversions from savings and loan to 
commercial bank charters. There also were a substantial 
number of mergers of savings and loans between 1989 and 
2002 . 

(8) Mutual savings and loan associations have continued to 
convert from the mutual to stock form, although the timing of 
such conversions usually is keyed to the vitality of the stock 
market. From 1989 through 2001, 640 more mutual 



70 See Lawrence J. White, The S&L Debacle: Public Policy Lessons for Bank and Thrift 
Regulation, pp. 136-137, and unpublished speech of Thomas Vartanian, former FHLBB/FSLIC 
General Counsel, given on September 21, 1990, at the meeting of Committee U, Business Law 
Section, International Bar Association in New York, New York. 
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associations were converted to stock form (1,344 such 
conversions since 1975). As of December 31, 2001, of a total 
of 1,019 associations, 397 remained mutually chartered. As 
of the same date, of total assets of $978 billion, only $64.6 
billion were assets of mutually-chartered associations. 

(9) The share of the home mortgage origination by savings and 
loans dropped dramatically in the 1990s. Whereas savings 
and loan associations originated 50 percent of home loans in 
1980, its share was 42 percent in 1988, and by 1991 it had 
dropped to 25 percent. By 1997, that percentage had dropped 
again to 18 percent. 

The remaining percent of home mortgages, as of 1997, were 
made as follows: 

Mortgage Companies: 56 percent 

Commercial Banks: 25 percent 

Others, including Credit Unions: 1 percent 

Based on information supplied by the National Association of 
Mortgage Bankers, approved applications to the various types 
of financial institutions support the above data. The statistics 
for loan approvals for the years 1993 and 1999 were as 
follows (Table 3): 
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Table 3: Approved Mortgage Applications by Financial Institution Type 



Year 


Type of Business 


Amount of Loans (Sbillions) 


1993 


Savings and Loans 


503 


1999 




583 


1993 


Mortgage Companies 


1,252 


1999 




2,407 


1993 


Commercial Banks 


613 


1999 




927 


1993 


Credit Unions 


25 


1999 




68 



Source: National Association ofMortgage Bankers 



(10) The mutual fund industry has continued to grow. As of 
December 31, 2001, its assets approximated $7 trillion 
dollars, seven times the assets of the savings and loan 
industry. 71 Money Market Funds, arguably more comparable 
to savings and loan deposits, totaled $2.3 trillion as of 
December 31, 2001. 

(11) FIRREA has not been revisited in detail post-August 9, 1989. 
There have been some amendments, including “clarifying” 
the status of the FSLIC Resolution Fund, but a detailed 
overhaul may have remained during the 1990s a potato too 
hot to handle. 



71 Investment Company Institute, 2002 Mutual Fund Book (May 2002). 
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The savings and loan industry has decreased in numbers substantially 
since 1989. As of June 30, 2002, the number of savings and loans in the U.S. 
fell below 1,000. The number, including savings and loans which were not 
federally insured, totaled almost 4,800 to 4,994 in 1969 and exceeded 3,000 in 
1989. The mutual segment of the industry now is only 39 percent of all 
associations, and only 6.6 percent of total assets. 

The housing market, however, has not been appreciably injured by the 
decrease in the number of savings and loan associations. Other lenders have 
filled the gap as indicated by Table 3 above. 

Many potential savings and loan depositors have selected money market 
and mutual funds, and that industry, not directly related to the financing of 
housing, has grown to $7 trillion, seven times its size in 1989. Federal 
insurance of accounts no longer appears to be a substantial factor for many 
potential depositors who want to “invest” their finds. 

What was the cost to the taxpayers of the savings and loan crisis or 
debacle? I don't know, and I question if anyone does. Figures such as $150 
billion are used, but they are not broken down. Until the supervisory goodwill 
cases discussed above are settled or come to final judgments, no total figure 
properly can be determined. As noted above, approximately $20 billion may 
be involved in those cases. 

I don’t believe there is any doubt that the taxpayer direct cost would have 
been - could have been - much lower if federal action had been taken earlier, 
that is, in the 1980's, rather than waiting until August of 1989, when the 
FIRREA legislation took effect. 

Attempting to obtain hard figures on the ultimate cost of an individual 
savings and loan receivership is very frustrating. Whether proceeding under 
the federal Freedom of Information Act or under a specific provision of 
FIRREA (e.g., 12 U.S.L § 1821(d)(15)), the figures obtained from the 
agencies, particularly the FDIC, arc close to useless. This writer has been 
advised also that the agency receivers are not required to issue financial 
statements about savings and loan receiverships and if they are prepared, they 
need not follow GAAP. 

Misinformation continues to be supplied to the press by the agencies. The 
Wall Street Journal of April 10, 2002, in an article headed “Deals That Took 
Enron Under Flad Many Supporters,” indicated that the “amount of the federal 
[savings and loan] bailout” was $2 billion for CenTrust Federal Savings Bank 
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of Miami. Considering the amounts of settlements and judgments, including 
those from Drexel Burnham Lambert, law firms, accounting firms and 
officers and directors, as well as the liquidation of that association’s assets, 
the correct figure is nowhere close to $2 billion and might properly be a 
positive figure. 

Prior to the February 1990 appointment of the RTC as receiver of 
CenTrust, Great Western offered an amount of money for approximately one- 
half of CenTrust’s branches, an amount which was very close to what Great 
Western paid post-receivership for all of CenTrust’s offices and other assets 
as well as its deposit liabilities. OTS would not approve the proposed pre- 
receivership transaction, for reasons best known to it, and that decision 
ultimately was very costly to the U.S. taxpayers. 72 

When one compares, however, the potential total taxpayer cost of the 
savings and loan crisis to the losses to all entities resulting from the Enron, 
WorldCom, accounting firms, and other similar debacles in 2002, the cost of 
resolving the savings and loan crisis pales by comparison. 

Reactive legislation, arguably somewhat comparable to provisions in 
FIRREA, was enacted into law on July 30, 2002 (Sarbanes-Oxley Act of 
2002; P.L. 107-204). Many of the provisions are directed at punishing those 
who have caused or participated in accounting fraud and other “book 
cooking” conduct. This legislation, prepared and enacted in a hurry and 
directed in part at political favor, may be no more effective than various 
punitive provisions of FIRREA. Legislation, post-animal departure, does 
relatively little for the barn door. 

The current voluminous media coverage of the Enron, WorldCom, 
Arthur Anderson and similar matters also would remind survivors of the 
savings and loan debacle of media coverage during the late 1980s and 1990s. 
Based on historical precedent, the media very likely will lose interest rather 
soon and will go on to the next “hot” issue. 

The savings and loan debacle was not as large as some members of the 
media, in the post- 1989 period, would have us believe. It was, however, by no 
means insignificant. Theft and insider dealings were not nearly as large a 
component of the loss as some reporters and book authors suggested in 
contemporaneous publications. 

Federal budget deficits, which were very relevant in the mid-1980s to the 
federal administration’s policy on the treatment of savings and loans, as well 
as to federal tax cuts, have resurfaced as issues. An expected federal budget 



72 



Editors" Note: CenTrust is included in the case studies in this volume. 
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surplus of $150 billion for fiscal year 2002 now is expected to be a deficit of 
$165 billion. Although the OMB contends that only 15 percent of the 
deterioration in the expected 10-year surplus is attributable to the 2001 federal 
tax cut, the Center on Budget and Policy Priorities estimated that 40 percent is 
the proper figure. 73 The advocates of “trickle down” economics and tax cuts at 
any cost do not appear to learn very much from prior experience, including 
the experience of the alleged “tax reforms” of the 1980s. 

Do we learn by experience, from the experiences of the savings and loan 
crisis or other crises? One cannot answer a resounding yes. 



13 Paul Krugman, New York Times op-ed, p. A23 (July 30, 2002). See also Paul Krugman, New 
York Times op-ed, p. A10 (August 6, 2002). OMB apparently retracted its July 12, 2002, press 
release and its 15 percent assessment. 
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APPENDIX: 15 MAJOR CAUSES FOR LOSSES 
THAT HURT THE SAVINGS AND LOAN 
BUSINESS IN THE 1980S 

Source: Strunk and Case, Where Deregulation Went Wrong: A Look at the Causes Behind 
Savings and Loan Failures in the 1980s, 14-16 (U.S. League of Savings Institutions, 1988). 



1. Lack of net worth for many institutions as they entered the 1980s, 
and a wholly inadequate net worth regulation. 

2. Decline in the effectiveness of Regulation Q in preserving the 
spread between the cost of money and the rate of return on assets, 
basically stemming from inflation and the accompanying increase in 
market interest rates. 

3. Absence of an ability to vary the return on assets with increases in 
the rate of interest required to be paid for deposits. 

4. Increased competition on the deposit gathering and mortgage 
origination sides of the business, with a sudden burst of new 
technology making possible a whole new way of conducting financial 
institutions generally and the mortgage business specifically. 

5. A rapid increase in investment powers of associations with passage 
of the Depository Institutions Deregulation and Monetary Control Act 
(and the Gam-St Germain Act, and, more important, through state 
legislative enactments in a number of important and rapidly growing 
states. These introduced new risks and speculative opportunities 
which were difficult to administer. In many instances, management 
lacked the ability or experience to evaluate them, or to administer 
large volumes of nonresidential construction loans. 

6. Elimination of regulations initially designed to prevent lending 
excesses and minimize failures. Regulatory relaxation permitted 
lending, directly and through participations, in distant loan markets on 
the promise of high returns. Lenders, however, were not familiar with 
these distant markets. It also permitted associations to participate 
extensively in speculative construction activities with builders and 
developers who had little or no financial stake in the projects. 

7. Fraud and insider transaction abuses were the principal cause of 
some 20 percent of savings and loan failures the last three years and a 
greater percentage of the dollar losses borne by the FSLIC. 

8. A new type of and generation of opportunistic savings and loan 
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executives and owners - some of whom operated in a fraudulent 
manner - whose takeover of many institutions was facilitated by a 
change in FSLIC rules reducing the minimum number of stockholders 
of an insured association from 400 to one. 

9. Dereliction of duty on the part of the board of directors of some 
savings associations. This permitted management to make 
uncontrolled use of some new operating authority, while directors 
failed to control expenses and prohibit obvious conflict of interest 
situations. 

10. A virtual end of inflation in the American economy, together with 
overbuilding in multi-family, condominium type residences and in 
commercial real estate in many cities. In addition, real estate values 
collapsed in the energy states - Texas, Louisiana and Oklahoma 
particularly - and weakness occurred in the mining and agricultural 
sectors of the economy. 

11. Pressures felt by the management of many associations to restore 
net worth ratios. Anxious to improve earnings, they departed from 
their traditional lending practices into credits and markets involving 
higher risks, but with which they had little experience. 

12. The lack of appropriate, accurate and effective evaluations of the 
savings and loan business by public accounting firms, security 
analysts and the financial community. 

13. Organizational structure and supervisory laws, adequate for 
policing and controlling the business in the protected environment of 
the 1960s and 1970s, resulted in fatal delays and indecision in the 
examination/supervision process in the 1980s. 

14. Federal and state examination and supervisory staffs insufficient 
in number, experience or ability to deal with the new world of savings 
and loan operations. 

15. The inability or unwillingness of the Bank Board and its legal and 
supervisory staff to deal with problem institutions in a timely manner. 
Many institutions, which ultimately closed with big losses, were 
known problem cases for a year or more. Often, it appeared, political 
considerations delayed necessary supervisory action. 
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Charticle 3 

Large Portion of the Savings and Loan Industry Affected 
Adversely 

FSLIC Insured Institutions with Negative Net Income 




1979 1980 1982 1983 1985 1986 1988 1989 

I I Share of Savings and Loans Share of Savings and Loan Assets 



Semiannual data. Source: FHLBB Thrift Financial Reports 

An extremely high percentage of savings and loans suffered net losses 
during 1981 and 1982. Even more disconcerting, the share of total 
savings and loan assets in institutions suffering losses was also 
extremely high, so that neither small nor large savings and loans 
avoided problems in the period. 
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“The art of economics consists in looking not merely at the 
immediate but at the longer effects of any act or policy; it 
consists in tracing the consequences of that policy not merely 
for one group but for all groups. ” (Hazlitt, 1996, p. 5) 

Ask today about the lessons learned from the savings and loan debacle of 
the 1980s, and you are likely to get a wide variety of answers. More than a 
decade after the savings and loan bailout, many people respond with a blank 
stare, unsure of what a savings and loan is (or was) or what the crisis was all 
about. Those who arc a bit better informed talk about greedy and unethical 
behavior among savings and loan executives and (sometimes) politicians. A 
few persons place the blame on unwise investments, including risky loans, 
stocks, and junk bonds. It is a rare individual, indeed, who is aware, even on a 
general level, of the problems caused by government policies, including 
inflexible regulations, high inflation, and the existence of federal deposit 
insurance. 1 

For most economists, however, the roots of the savings and loan fiasco 
lie firmly embedded in policies pursued by federal and state governments 
beginning in the 1930s. Policies aimed at achieving high levels of 
homeownership, an end widely viewed as desirable, had long-term 
consequences that ultimately cost taxpayers $150 billion. When problems 
developed, policymakers responded with policy patches aimed at protecting 
the primary goal of expanded homeownership. By 1980, the savings and loan 
industry had sunk into insolvency. A major restructuring was necessary, 
although it would be postponed until 1989. 

Interestingly, as Figure 1 shows, while policymakers put off reforms 
during the 1980s for fear of the impact on housing markets, homeownership 
rates declined - from 65.4 percent of households at the end of 1979 to 63.8 
percent at the end of 1989. Since 1989, however, homeownership rates have 
increased dramatically to 68 percent at the end of 2001. Lower interest rates 
and a strong economy have, of course, contributed to the current vibrant 
housing market, but the restructuring and evolution of the mortgage industry 
clearly has not hurt. 



1 Shortly before attending the Anderson School of Management-Milken Institute conference on 
this topic in January 2002, 1 actually surveyed students and acquaintances to discover what they 
viewed as the cause of the savings and loan crisis. 




64 

Figure I. Homeownership Rates 



Catherine Ef-igland 




Note: Homeownership rates are for the fourth quarter of each year indicated. 

Source: U.S. Census Bureau, Housing Vacancy Survey, First Quarter 2002, Table 5: 
Homeownership Rates for the United States. 

The failure to understand - and remember - the lessons of the savings 
and loan crisis places this country - and others - in danger of committing 
similar missteps in the future. Policies that supported subsidized, directed 
lending by financial institutions forced to specialize in residential mortgages 
left the system vulnerable to financial calamity. At least two government- 
sponsored studies in the early 1970s warned of the dangers associated with 
the existing financial structure and urged reform. 2 It would take a nationwide 
financial scandal and the bankruptcy of the Federal Savings and Loan 
Insurance Corporation before the federal government would act, however. 
The goal of this paper, then, is to provide a cautionary tale by reviewing how 
government policies over a half century led step by step to the savings and 
loan crisis of the 1980s. 



2 The Commission on Financial Structure and Regulation, better known as the Hunt 
Commission after Chairman Reed Hunt, was appointed by President Richard Nixon and issued 
its report in 1971. The House of Representatives Committee on Banking, Currency and 
Housing, Subcommittee on Financial Institutions Supervision, Regulation and Insurance also 
commissioned a study entitled Financial Institutions in the Nation’s Economy (known as the 
FINE study), which was completed in 1975. See Davison (1997, pp. 91-92). 
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IN PURSUIT OF HOMEOWNERSHIP-THE 1930s 



The seeds of the 1980s crisis were planted during the 1930s. Home 
mortgages of the period bore little resemblance to the loans with which we are 
now familiar. Bosworth, et al. (1987, pp. 48-50) describes a mortgage market 
in which down payments of 40 percent or more were common, loans 
generally matured in six years or less, and principal was not amortized, but 
was due in a lump sum on the loan’s due date. 3 As long as the economy and 
the financial markets were functioning smoothly, borrowers were typically 
able to refinance their mortgages as they matured. 

Not surprisingly, the arrival of the Great Depression had a devastating effect 
on this market. Increasing unemployment led to rising defaults, causing many 
institutions to curtail lending. Homeowners who had expected to refinance their 
mortgages were often unable to raise the funds needed to repay the balances due 
on their loans as they matured. Defaults increased further, making lenders even 
more cautious, and mortgage lending collapsed in a downward spiral. 

By the waning days of the Hoover administration, Congress had determined 
that problems in the mortgage market required special attention. Not only would a 
reenergized housing market provide a powerful economic stimulus to other 
sectors of the economy, but expanded homeownership would also bolster political 
stability during a period of economic turmoil. Three pieces of Depression-era 
legislation were aimed particularly at revitalizing the mortgage market: the 
Federal Home Loan Bank Act of July 1932, the Home Owners’ Loan Act of June 
1933, and the National Housing Act of June 1934. 4 With these three new laws, 
federal policymakers accomplished two things. The first was to make mortgages 
more affordable for and attractive to households. The second was to make the 
more affordable mortgages palatable to the savings and loan lenders. 5 

As Bosworth, et al. (1987, pp. 49-50) note, provisions of the Home 
Owners’ Loan Act and the National Housing Actjump-started the trend toward 
the long-term fixed-rate amortizing loans with which we are familiar today. The 



3 Borrowers with amortized loans repay principal along with interest in (generally) equal 
payments over the life of the loan. 

4 Barth and Regalia (1988, pp. 153-59) provide a table identifying and describing major pieces 
of legislation affecting depository institutions. 

5 Note that savings and loan associations, with their roots in cooperative neighborhood lending 
associations, were clearly preferred as the conduits through which expanded mortgage lending 
would take place. The received wisdom of the day held that prudent bankers held only short- 
term loans backed by self-liquidating collateral, i.e., “real bills.’ - Longer-term loans backed by 
real estate were viewed as encompassing too much liquidity and interest rate risk for banks. 
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Home Owners’ Loan Act created the Home Owners’ Loan Corporation to 
purchase delinquent mortgages from financial institutions and provide 
refinancing with longer term, amortized loans at lower interest rates. The 
Home Owners’ Loan Corporation thus provided a laboratory in which a new 
type of mortgage was tested. The National Housing Act created the Federal 
Housing Agency (later renamed the Federal Housing Administration) to 
provide mortgage insurance for the new-style fixed-rate amortizing loans, thus 
protecting lenders from default. Insured mortgages could have maturities of 20 
years or more, and they could represent as much as 80 percent of the purchase 
price of the property. Clearly, these new loans were more attractive to potential 
homeowners. By locking in interest rates over the life of the loan, the new loans 
increased certainty about future mortgage payments and removed concerns 
about the need to repay or refinance property loans every few years. 

While attractive to borrowers, mortgages with longer terms and fixed rates 
shifted considerable risk to mortgage lenders, however. Two related risks were of 
particular concern to savings and loan managers - liquidity risk and interest rate 
risk. 6 Both risks appear when the average life of a financial institution’s assets 
does not match the average life ofthe institution’s liabilities. A larger mismatch 
between assets and liabilities creates more risk. As the federal government 
encouraged changes in mortgage lending, savings and loans were expected to use 
passbook savings accounts to fund these new long-term fixed rate mortgages. 

Because the deposits of savings and loan associations could be withdrawn 
on short notice, savings and loans’ funding costs would increase rapidly if interest 
rates began to rise. Meanwhile, the longer-term, fixed-rate nature of the new 
mortgages would prevent savings and loans from increasing returns on their 
portfolios of loans as quickly. This risk, where increases in income will lag rising 
costs in a changing interest rate environment, is known as interest rate risk. 7 

Outweighing concerns about interest rate risk during the 1930s, however, 
was anxiety over liquidity risk. Before President Franklin Roosevelt declared 
a national bank holiday in March 1933, more than 9,000 banks and other 



6 A third risk facing lenders is credit risk, i.e., the risk that the borrower will not repay his or 
her loan on time and in full. Credit risk is, naturally, an important consideration for lenders of 
all stripes, but default rates on home mortgages are among the lowest of any type of consumer 
loan. 

7 More specifically, savings and loans faced refinancing (as opposed to reinvestment) risk. That 
is, savings and loans would need to constantly raise new funds to continue to support their 
existing loan portfolio. Because income from existing loans was fixed, the need to refinance in 
a higher interest rate environment would cause costs to rise more quickly than income. By 
contrast, reinvestment risk occurs when a financial institution’s liabilities have a longer 
maturity than its assets. 
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depository institutions failed. These failures were often precipitated by bank 
runs - the most visible symbol of liquidity risk. As with interest rate risk, 
liquidity risk arises from the mismatch between long-term assets and short- 
term liabilities. Even a bank or savings and loan with a portfolio of sound 
loans had to be concerned about the possibility of depositors losing 
confidence in the institution’s management and demanding their money on 
short notice. Longer-term loans could not be easily turned into cash if a 
savings and loan's depositors all appeared at its door on the same day. 
Alleviating liquidity risk was, therefore, an important focus of Depression-era 
efforts to support mortgage lenders. 

First, the Federal Home Loan Bank Act created the Federal Home Loan 
Bank System, patterned after the Federal Reserve System. Twelve regional 
Federal Home Loan Banks were established to advance funds to savings and 
loans, accepting mortgages as collateral. As noted earlier, the Home Owners’ 
Loan Corporation purchased delinquent mortgages from existing savings and 
loans, providing another source of liquidity. Both the Federal Home Loan Banks 
and the Home Owners’ Loan Corporation enabled savings and loans to write new 
mortgages even if their deposit base was not growing. The National Housing Act 
created the Federal Savings and Loan Insurance Corporation to provide deposit 
insurance for savings and loans so that savings and loans could compete 
effectively with banks for deposits. Policymakers expected that federally insured 
depositors would be less likely to run. Finally, in 1938, Congress created Fannie 
Mae to buy FHA-insured mortgages from savings and loans. 

INTEREST RATE RISK APPEARS - THE 1960s 



For the next 30 years, the mortgage markets seemed to operate smoothly 
with savings and loans at their core. After falling from 47.8 percent in 1930 to 
43.6 percent in 1940, the percentage of American families living in homes 
they owned began to increase rapidly. By 1950, 55 percent of American 
households were in owner-occupied homes, and by 1960, the homeownership 
rate had increased to 61.9 percent. 8 This expansion of homeownership was 
accomplished during a period of relative economic tranquility. As the country 
emerged from World War II, the economy expanded, incomes increased, and 
interest rates remained fairly stable. 

The life of a savings and loan manager during the 1950s and early 1960s 
has been summed up in the “3-6-3 rule.” Pay three percent on deposits. 



U.S. Census Bureau, "Historical Census ofHousing Tables: Homeownership." 
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Charge six percent on mortgages. Be at the golf course by 3:00 p.m. As White 
(1991, p. 59) explains, this comfortable existence was due to a number of 
federal and state laws and regulations limiting competition among depository 
institutions, including savings and loans and banks. To begin, financial 
institutions’ roles were clearly defined. Banks offered checking accounts and 
made short-term commercial and consumer loans. Savings and loans offered 
savings accounts and wrote mortgages. There was very little direct 
competition between different types of financial institutions. Nor did savings 
and loan managers need to worry much about new competition from other 
savings and loan associations. The experience of the 1930s left both federal 
and state regulators reluctant to grant charters to new savings and loan 
associations if the new institution might threaten in any way the financial 
stability of an existing savings and loan. Interstate branching was virtually 
unknown, and intrastate branching was often restricted. Finally, a savings and 
loan was prohibited from writing loans secured by property more than 50 
miles from its home or branch offices. 9 This comfortable existence was about 
to change, however. 

By the mid-1960s, U.S. involvement in Vietnam was escalating, while on 
the domestic front, President Johnson was pursuing his war on poverty. As 
federal budget deficits ballooned, inflation and interest rates began to rise, as 
Figure 2 shows. By late 1966, 3-month Treasury bills were yielding over 5 
percent, and the savings and loans’ depositors were becoming dissatisfied 
with their 3 percent returns. Savings and loan institutions found themselves 
competing for deposits, leading to higher costs and reduced profits. 

Congressmen began hearing from unhappy savings and loan managers 
back home. 10 As White (1991, p. 62) reports, policymakers responded by 
subjecting savings and loans to Regulation Q beginning in September 1966. 
Regulation Q limited the interest that could be paid on passbook savings 
deposits to 4.75 percent, and ended price-based competition between savings 
and loans for funds. 11 Banks had been subject to similar interest rate ceilings 
since 1933, but as a result of the importance attached to housing finance, 
savings and loans were granted a 75 basis point (or 0.75 percent) rate 



9 This limit was expanded to 100 miles in 1971 and dropped altogether during the 1980s. 

10 Local bank and savings and loan owner/managers have long been a potent political force, 
often wielding more power than representatives of the larger, nationally known banks. The 
local finance committee of every elected official in Washington almost certainly included, if it 
was not chaired by, the owner or manager of area banks and savings and loans. When these 
individuals called their elected representatives, the politicians listened. 

11 Higher ceilings were imposed on deposits with longer maturities. See, for example. White 
(1991, pp. 63-64). 




Chapter 4 



69 



differential to enable them to compete effectively for funds necessary to 
support the housing market. 

Figure 2. Selected Interest Rates 




Prime 1-yrTreasury — O — RegQ — • — Inflation 

Source: Historic prime rates and average annual returns on one-year Treasury securities from 
the Federal Reserve at www.federalreserve.aov/releases/hl S/data/a/prime. 1x1 and 
www.federalreservc.aov/releases/h 1 5/data/a/tcm 1 v.txt . respectively. Regulation Q ceilings on 
interest rates paid on passbook savings deposits from White (1991, p.63). Inflation rates from 
www.eh.net/ehresources/howmuch/inflationq.php . 

The savings and loan industry heaved a sigh of relief as competitive 
pressures eased and funding costs became more predictable. By late 1969, 
however, interest rates were rising again, well above the rate allowed on 
passbook savings accounts. This time, depositors did not shift their savings 
among savings and loans. They left the industry altogether. Throughout 1969 
and 1970, small savers began to invest in short-term Treasury securities. 
Three-month Treasury bills were yielding around 6.5 percent in 1969 and 
1970, while one-year securities offered a return of close to 7 percent. Savings 
and loan executives complained again about the loss of funds, and the federal 
government again responded. In 1970, the Treasury increased the minimum 
size of a Treasury bill from $1,000 to $10,000. According to White (1991, p. 
64) the average balance in a passbook savings account at the time was $3,045. 
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Small savers had few other alternatives. They were now captive financiers for 
the savings and loan industry - at least for the time being. 

ENTER THE MONEY MARKET MUTUAL FUNDS 
- THE 1980s BEGIN 



Returning to Figure 2, it is now apparent that the surges in interest rates 
during the 1960s and mid-1970s were only mild tremors compared to the much 
greater convulsion that was about to break over financial markets. One-year 
Treasury securities were yielding 4.95 percent in 1972. It was not until 1992 that 
the average yield on one-year securities fell below 5 percent again. 12 By 1981, 
investors holding one-year Treasury securities received returns of 14.8 percent, 
the prime rate quoted by banks averaged 18.9 percent, and new mortgages were 
being written with interest rates of over 16.6 percent. 13 Clearly, the old 3-6-3 
days were gone, and despite efforts of the government and the industry to 
contain costs through Regulation Q, the savings and loan industry was about 
to be caught between rapidly increasing costs and stagnant returns. 

Between 1970 and 1981, the financial world changed dramatically as 
inflation rates increased, interest rates became more volatile, and money began 
to flow more freely across regional and national boundaries. New types of less 
regulated financial instruments and institutions began to appear, among them 
money market mutual funds (MMMFs). MMMFs were created around 1972. 
Mutual funds that invested in stocks and bonds had been around for some time, 
but MMMFs invested in money market instruments - Treasury bills, 
commercial paper, bankers’ acceptances, and large negotiable certificates of 
deposit (CDs) from banks and savings and loans. 14 The development of 
MMMFs was aided considerably by the advent of more powerful computers 
that could keep track of larger numbers of smaller accounts. As interest rates 
rose through the 1970s and into the 1980s, the minimum investment required to 
participate in MMMFs fell to $1,000 or less, 15 and MMMFs eventually allowed 
clients to write a limited number of checks on their accounts each month. 
Money began to flow out of traditional depository institutions - banks and 



12 See the Federal Reserve web site, www.federalreserve.gOv/releases/hl5/data/a/tcmlv.txt. 

13 See the Federal Reserve web si te, ww w.federalreserve. gov/releases/h 1 5/data/a/tcm 1 y .txt, 
www.federalreserve.gov/releases/hl5/data/a/prime,txt, and 

www.federalreserve. gov/releases/h 15/data/a/cm. txt. 

14 “Large negotiable CDs” are issued in denominations of $100,000 or more. They were not 
subject to Regulation Q ceilings during the 1980s. 

15 The increase in the minimum size of short-term Treasury bills clearly added impetus for the 
creation ofMMMFs. 
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savings and loans - at ever increasing rates. Figure 3 shows the rapid expansion 
in assets held by MMMFs through the 1970s and 1980s. 16 



Figure 3. Assets of Money Market Mutual Funds 



$ Billions 




Source: White (1991) 

Although MMMFs were good news for savers, they were bad news for 
savings and loans. Savings and loans had portfolios of outstanding mortgages 
that needed to be funded. Furthermore, the only way to increase returns was to 
make new mortgages at higher interest rates, and that required additional 
funds. As their passbook savings deposits evaporated, savings and loan 
managers were forced to turn to the money markets. One way to obtain funds 
was to issue large negotiable CDs not subject to Regulation Q ceilings. Thus, 
as money flowed out of savings and loans’ passbook accounts into MMMFs, 
the mutual funds then purchased large CDs with double-digit returns from the 
savings and loan associations. 17 



16 See White (1991, p. 69). 

17 Interestingly, there was resistance among many savings and loan managers to removing 
Regulation Q limits on interest they could pay. There were, after all, some passbook savings 
accounts remaining. Apparently the fear was that average funding costs would increase even 
more quickly if savings and loans were forced to pay market rates on all deposits and compete 
directly with one another for accounts. 
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Naturally, mortgage interest rates were rising, too. But the average 
returns on savings and loans’ portfolios of mortgages increased much more 
slowly than the rates charged on new loans. Long-term fixed rate mortgages 
represent the other half of the interest rate risk pincer. Figure 4 presents 
graphically data collected by Kane (1985, p. 92) comparing interest rates on 
new mortgage loans with the average return on savings and loans’ mortgage 
portfolios for the period 1965 through 1983. In 1981, when six-month CDs 
were yielding 15.8 percent and new mortgages were being written at over 16 
percent, the average yield on savings and loan portfolios was 9.6 percent. 
Further, as market interest rates rose, the margin between current rates and 
mortgage portfolio yields widened. 

Figure 4. Lagging Portfolio Returns 
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Source: Kane (1985). 

During the 3-6-3 era, it was not uncommon for a family to purchase 
several houses during the lifetimes of the parents as family size changed 
and/or the family moved with new jobs. As interest rates on new mortgages 
began to increase, however, moving into a new house became significantly 
more expensive when it meant giving up an existing low-interest mortgage. 
Not surprisingly, housing turnover slowed. Nor could lenders be certain they 
would rid themselves of the old, low-rate mortgages when houses did change. 

As a further protection for consumers, most states had laws and 
regulations favoring “assumable” mortgages. That is, the buyer could 
“assume” (or take over) the seller's existing fixed-rate mortgage. In such 
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cases, the buyer only needed to obtain new, higher interest rate financing for 
the difference between the purchase price and the principal remaining on the 
old mortgage. 

Consider, then, the plight of a savings and loan manager as the 1980s 
dawned. Caught between rising costs and stagnant returns, the institution, 
probably passed down from father to son, was rapidly approaching 
insolvency, if it was not already there. Kane (1985, p. 102) estimates that for 
the industry as a whole, liabilities exceeded the market value of assets by 
$150.5 billion by 1980. 18 Most importantly to the savings and loan executive, 
his difficulties were entirely the result of government policies. As required by 
law and regulation, almost 80 percent of savings and loans’ assets were long- 
term fixed-rate mortgages in 1980, while their liabilities were primarily 
passbook savings deposits. 19 As inflation rose and interest rates became more 
volatile, this combination became untenable. Having done just what the 
government asked, the industry was about to collapse. Savings and loan 
executives called on their elected representatives again, asking what would 
become of the housing market if something was not done. 20 

DEREGULATION - 1980 AND 1982 



By 1980, Congress was well aware that savings and loans around the 
country were struggling. White (1991, p. 72) reports that in 1979, Congress 
had finally allowed federally chartered savings and loans to begin offering 
adjustable rate mortgages, thus shifting some of the interest rate risk back to 
borrowers. 21 But the turnover in savings and loans’ mortgage portfolios was 
too slow for the shift to ARMs to help noticeably, at least immediately. 

The next efforts to provide relief appeared in the Depository Institutions 
Deregulation and Monetary Control Act (DIDMCA) passed in 1980. Barth 
and Regalia (1988, pp. 158-59) summarize both the 1980 legislation and the 
1982 Garn-St Germain Depository Institutions Act. On the funding side, the 
1980 DIDMCA began the six-year phase out of Regulation Q ceilings and 
authorized federally insured savings and loans to offer NOW accounts to 



18 Indeed, according to Kane’s calculations, the industry as a whole had negative net worth on a 

market value basis as early as 1971. See Kane (1985, p. 102). 

l9 Ibid. 

20 What would become of the congressman’s finance committee? 

21 The Federal Home Loan Bank Board had tried in the early 1970s to introduce adjustable rate 
mortgages, but had been stymied by congressional objections. See White (1991. p. 65). 
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customers. 22 Policymakers hoped that the new checkable deposits would 
provide savings and loans with a lower-cost source of funds. The DIDMCA 
also increased federal deposit insurance limits from $40,000 per account to 
$100,000 per account. 

Congress and savings and loan managers had to face the fact, however, 
that funding costs were going to be higher, at least for the foreseeable future. 
The next step, then, was to provide savings and loans with other investment 
opportunities, allowing savings and loan managers to better diversify their 
portfolios and, hopefully, to increase returns more quickly. Barth and Regalia 
(1988, p. 158) note that the DIDMCA widened savings and loans’ investment 
opportunities by authorizing federally chartered savings and loans to issue 
credit cards, act as trustees, operate trust departments, and write mortgages 
backed by commercial real estate. Further, savings and loans could now invest 
up to 20 percent of their assets in a combination of short-term consumer 
loans, commercial paper, and/or corporate debt securities. 

Unfortunately, the 1980 legislation did not stop the slide of savings and 
loans into insolvency, so Congress acted again in 1982 with the Garn-St 
Germain bill. To address savings and loans’ funding problems, Garn-St 
Germain accelerated the elimination of Regulation Q ceilings, and authorized 
banks and savings and loans to offer money market deposit accounts 
(MMDAs), designed to mimic money market mutual funds in terms of returns 
and check-writing ability. Savings and loans were also allowed to offer 
standard individual and corporate checking accounts for the first time. 

But the greater impact of the Garn-St Germain bill was on the asset side 
of savings and loans’ balance sheets. The 1982 legislation largely freed 
savings and loans from the requirement that they focus exclusively on the 
residential mortgage market. They were now authorized to invest in 
commercial, corporate, small business, and/or agricultural loans. They could 
offer non-mortgage consumer loans, including educational loans. Mortgages 
on non-residential real estate could make up as much as 40 percent of a 
savings and loan’s portfolio, and savings and loans could invest up to 10 
percent of their assets in property they intended to lease. Finally, the Garn-St 
Germain bill removed all limits on savings and loans’ investments in state and 
local government obligations. It was now possible for a savings and loan to 
exit the mortgage market entirely. 



22 “NOW" accounts (negotiable orders of withdrawal) were the first checkable accounts offered 
by savings and loans. They were first offered by state-chartered savings and loan institutions. 
Savings and loans paid interest on NOW accounts front the beginning while banks were still 
prohibited from paying interest on demand deposits. 
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It is important to remember that Congress was addressing very real 
problems facing the industry in 1980 and 1982. Although deregulation was 
generally a hot political topic, savings and loans were losing large amounts of 
money because they had been forced to adopt a model meant to encourage 
homeownership. It was only too apparent that 30-year fixed-rate mortgages 
could not be funded by short-term deposits during periods of high inflation 
and volatile interest rates. Policymakers set out to provide relief to the 
industry by granting them a broader range of investment opportunities. 
Unfortunately, in the short term, broader powers made matters worse. 

POLICY MISTAKES COMPOUNDED 



Had the industry been deregulated a decade earlier, this might have been 
a very different story. In 1970, owners of savings and loans still had an 
investment stake to protect, and while problems existed, conditions were not 
yet desperate. By 1980, the situation had changed. 

When Congress acted in 1980 and 1982, it ignored the importance of 
equity capital in constraining the behavior of financial institution managers. 
As noted, by 1980, a significant portion of the industry was insolvent or 
rapidly approaching insolvency on a market-value basis. In other words, if the 
loan portfolios of savings and loans had been valued at current interest rates, 
the present value of the liabilities of the institutions (the money owed to 
depositors and other creditors) would have been greater than the present value 
of their assets. 23 Once their equity was gone, savings and loan owners had 
nothing more to lose. The worst that regulators could do was close the 
institution. Owners would lose the same amount of money whether the closed 
savings and loan's liabilities exceeded its assets by $1 or by $50 million. 
Consequently, the owner/managers of an insolvent or nearly insolvent savings 
and loan had little reason to act to minimize losses and every reason to 
gamble for the firm’s recovery. 

That raises the second problem with the timing of the deregulation. 
Savings and loan managers were familiar with one line of business - writing 



23 Loans are carried on the books of depository institutions at their “face value," which is 
measured by the remaining principal associated with the loan. This is a reasonable valuation for 
loans on which payments are being regularly made as long as interest rates are relatively stable. 
When interest rates rise, however, the value of the future stream of payments from a fixed 
interest rate loan is reduced. That is, if the lender could “call” the loan, forcing its immediate 
repayment, the recovered principal could be reinvested at a higher rate. Thus, higher interest 
rates reduce the "market value” of fixed return assets. Conversely, when interest rates fall, the 
value of fixed-rate loans in a portfolio increases. 
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residential mortgages. The sudden freedom to pursue new lines of business in 
1980 and again in 1982 was clearly welcome, particularly since existing lines 
of business were proving unprofitable. But mounting losses in their mortgage 
business made it imperative that savings and loans add more profitable lines 
of business quickly. Playing it safe by adding new activities slowly as 
managers learned about pitfalls and opportunities or by investing in less risky 
federal, state, and local government securities (with their lower returns) would 
not generate the returns necessary to recoup past losses and rebuild capital. 
Savings and loan managers were desperate for investments that provided 
quick and relatively large returns on the funds available for investment. A 
desperate search for quick, large returns is a recipe for disaster. 

Note finally that to this point there really are not any “bad guys” in the 
story. For 50 years, federal and state policymakers had regulated savings and 
loans with the goal of expanded homeownership ever in mind. Savings and 
loan owners and managers had lived by the regulations - and suffered the 
consequences as economic conditions became increasingly unsettled. By the 
early 1980s, existing laws and regulations had painted the savings and loan 
industry and policymakers into a corner with few options remaining. 
Congress could either authorize the liquidation of much of the industry or 
attempt to revamp the regulatory design to enable savings and loans to work 
their way out of their problems. Because policymakers feared the impact of 
liquidation both on the housing market and on their reelection chances, they 
chose the course of deregulation. The more sound policy of coupling 
deregulation with mandatory recapitalization, to the extent it was considered 
at all, was discarded as essentially equivalent to the liquidation option. So 
Congress took steps and encouraged regulatory responses designed to mask 
the increasing insolvency within the industry. Policymakers hoped that 
somehow these decapitalized institutions could grow their way back to health. 



ENTER THE BLACK (AND GRAY) HATS 



Despite falling interest rates and new regulatory freedom, conditions did 
not improve significantly for most savings and loans. Traditional owners and 
managers had become increasingly frustrated by the mid-1980s. Like Jimmy 
Stewart in It's a Wonderful Life, the long-time savings and loan owner 
understood mortgages and the local residential real estate market. He knew 
little about how to assess credit card debt or commercial real estate loans. 
Meanwhile, his deposit customers had deserted him at the same time the 
market for new mortgages collapsed. Losses continued to mount. When 
traditional savings and loan owners were approached by investors wanting to 
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buy their institutions, the offer was tempting. Indeed, the savings and loan 
owner appeared to have few choices. Either he must invest aggressively in 
new financial products promising higher returns, or he must sell out. 

But who were these new investors? Why would anyone invest in a 
savings and loan in the mid-1980s? To understand, consider the regulatory 
regime that now existed. First, the phase out of Regulation Q ceilings coupled 
with the increase in federal deposit insurance to $100,000 per account 
positioned savings and loans to engage in a nationwide bidding war for funds. 
Bennet (1990, pp. 42-43) explains how advertisements placed in respected 
national publications such as Money magazine, the New York Times, and The 
Wall Street Journal directed depositors to the highest rates available. Federal 
insurance meant that depositors need not ask about the uses to which their 
funds were being put. 

Meanwhile, new savings and loan owners were willing to pursue 
much more imaginative investments than their predecessors had. The 
development of shopping malls, apartment and office buildings, and resorts, 
to name a few examples, could now be financed through savings and loans. 
Adding the final touch to the picture, resources available to the federal 
savings and loan regulators were cut during the 1980s, so that during this 
period of turmoil, government oversight was reduced. Indeed, had Congress 
devised a scheme to attract all the crooks in the country to a single industry, 
they could not have done much better than the regulatory regime to which 
savings and loan associations were subject during the mid-1980s. It is 
surprising, then, that estimates indicate that only between 3 and 10 percent of 
the losses suffered by the industry were a result of illegal or fraudulent 
activities. 



EPILOGUE 



The crisis was not over in the mid-1980s, of course. In many ways, 
things were just heating up, especially in terms of some of the industry’s more 
exotic investments. Tax law changes introduced in 1982 that had affected 
commercial real estate investments were reversed in 1986. Suddenly, 
thousands of real estate loans were backed by uneconomic projects. In 1987, 
Congress made a half-hearted attempt to address the savings and loan crisis 
with the Competitive Equality Banking Act. In a classic case of too little, too 
late, the new law provided the FSLIC with $10,875 billion over three years 
with which to close insolvent savings and loans. 24 Unfortunately, 



24 See Davison (1997, p. 97). 
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policymakers were still unwilling to admit the extent of the problem, and a 
number of restrictions on the FSLIC’s ability to actually close savings and 
loan institutions were written into the legislation. Finally, in 1989, Congress 
passed the Financial Institutions Reform, Recovery and Enforcement Act 
(FIRREA), putting in place the mechanism necessary to close insolvent 
institutions. Although there was plenty to criticize in FIRREA and the way it 
was enforced, at least federal policymakers had finally resolved to address the 
problem. 

CONCLUSIONS 



I draw three lessons from this historical overview. First, regulatory 
systems should be designed for the worst economic conditions, not the best. 
Second, because there is never a good time for regulatory reform, regulatory 
systems should be designed with care. Finally, policymakers should beware of 
attempts to bend market forces to serve the political will. 

With respect to regulatory system design, policymakers during the 1930s 
were well aware of the risks they were building into their new system of 
mortgage finance. Having addressed immediate concerns, policymakers 
hoped that economic conditions would make the structure they designed 
sustainable. In fact, the system worked for decades until burgeoning inflation 
and volatile interest rates brought the whole structure crashing down. It is 
dangerous in the extreme to create a regulatory structure that relies for its 
success on a particular set of economic conditions. Perhaps the practice of 
monetary policy has advanced to the point that the United States will never 
again experience 13 percent inflation, but do we want to bet the financial 
health of an entire industry on that possibility? 

That raises the second point. Policymakers and economists clearly 
understood the economic conditions that would cause distress among savings and 
loans. Government-sponsored studies during the 1970s identified weaknesses and 
proposed reforms. These warnings were ignored, however, in part because the 
system seemed to be working well at the time. Why fix something that is not 
broken? By the time it became obvious that regulatory reform was needed, the 
industry was in financial distress. Now it was difficult to institute meaningful 
reforms because of the hardship change would impose on already troubled 
institutions. In short, there is never a good time for reform. However often 
policymakers assure themselves that they can fine-tune regulatory structures 
down the road, inertia remains a powerful force in Washington. 
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Source: FDICand White (1991). 



In the end, the question should be how much of the specialized structure 
was actually necessary. Once Congress gave into the need for reform and 
restructuring, the industry and the mortgage market changed radically. The 
number of federally insured savings and loans has fallen dramatically over the 
past decade, as Figure 5 shows. According to the FDIC’s web site, in 1989, 
there were 3,087 federally insured savings and loans. By 2000, that number 
had dropped to 1,590. 25 

Even more telling, the role played by savings and loans in the mortgage 
markets has changed drastically. The left axis in Figure 6 shows the dollar value 
of home mortgages outstanding. The size of the market has obviously increased 
substantially over the past 35 years, while the home mortgages held by savings 
institutions has remained relatively flat by comparison. The right axis shows the 
portion of the market served by savings and loans. In 1970, savings and loans 
held almost 57 percent of residential mortgages, and in 1980, the industry still 
accounted for more than half of the market. By 1994, savings and loans held 
less than 15 percent of the residential mortgages. Congressional fears that 
homeownership rates would decline and the mortgage market would collapse if 



25 The number of commercial banks has also declined as limits on interstate branching have 
been eased. 
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the industry was restructured were clearly unfounded. The mortgage market has 
blossomed since 1989, so that Barta (2002, p. Al) recently asked whether there 
are some markets in which homeownership rates are as high as they can go. 
Earlier resistance to reform now seems to have been a mistake. 



Figure 6. Savings Institutions Declining Role 
$ Billions 
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Source: Federal Reserve’s Flow of Funds Accounts of the United States, “Table I..218 Home 
Mortgages.” 



In an article entitled, “How the Cleaver Family Destroyed Our S&Ls,” 
James Bennet (1990, pp. 38-46) explains that the congressional dream of 
widespread homeownership worked well - if you were born at the right time. 
Families buying houses in the 1950s, 1960s, and even the early 1970s clearly 
benefited from the subsidized mortgage lending. When these same families 
moved their savings to money market mutual funds, and then back to savings 
and loans participating in the bidding war of the late 1980s, they gained even 
more. It was to these families that most of the $150 billion lost in the savings 
and loan fiasco went. Meanwhile, younger families hoping to purchase homes 
during the 1980s suffered, and taxpayers generally picked up the bill. 

The question is: are there similar land mines in the regulatory structure 
that exist today? In a recent front page article in The Wall Street Journal, 
Barta (2002, pp. Al, A8) alludes to the savings and loan industry crisis and 
asks about the possible risk to the economy should either Fannie Mae or 
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Freddie Mac fail. According to Barta (2002, p. A8), Fannie Mae and Freddie 
Mac together either own or guarantee 44 percent of the residential mortgage 
market. Have government policies served to disperse risk from the savings 
and loan industry only to reconcentrate it in Fannie Mae and Freddie Mac? 

There is also the recent proposal by the FDIC to increase the limits on 
federal deposit insurance. Admittedly, inflation over the past two decades has 
eroded the real value of $100,000, but at the same time, a wide variety of 
alternative investment products have been created. Would an increase in the 
deposit insurance limit reignite a bidding war among depository institutions? 

Finally, we are being bombarded almost daily with stories of greed and 
corruption among corporate CEOs in the recent spate of accounting scandals. 
Policymakers seeking solutions to these and other problems would be well 
advised to tread carefully, keeping in mind that regulatory regimes in the past 
have caused more problems than they have solved when all was said and 
done. 
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The savings and loan crisis began in the early 1980s, when interest rates 
rose unexpectedly and both asset values and income plunged for savings and 
loans. The crisis then evolved in many ways over the entire decade, ultimately 
abating in the early 1990s. This paper provides an overview of the evolution 
of the crisis. 1 This overview is designed to provide a backdrop for the 
subsequent discussion of some of the as-yet-unresolved policy issues that the 
crisis raised. 

The one major unresolved policy issue that the paper particularly 
addresses is whether regulatory forbearance is appropriate. For the purpose of 
the paper, forbearance is defined as leaving federally insured depositories 
known to regulators to be insolvent, open and operating. Forbearance tends to 
develop when an unexpected, dramatic decline in earnings and asset values 
occurs among depositories, and the relevant federal deposit-insurance fund 
has inadequate reserves to resolve the resulting insolvencies. The most 
frequently discussed criterion for whether forbearance is appropriate is 
whether it tends to increase or decrease the ultimate cost of resolution. 2 



THE FIRST PHASE OF THE SAVINGS AND 
LOAN CRISIS 

Structural Vulnerability to Interest-Rate Changes 

Due to the structure of the industry, when interest rates rose 
unexpectedly in 1980, short-term deposits repriced more quickly than long- 
term assets, and income plunged. As Figure 1 shows, over 30 percent of all 
insured thrifts reported negative net income by year-end 1980, and over 90 
percent did so by year-end 1981. As the figure also shows, the percentage of 
total assets in thrifts earning negative net income rose by similar magnitudes. 



1 Several books provide analyses of the crisis and provide further references. See Barth (1991), 
Barth and Brumbaugh (1988, 1992), Benston, Brumbaugh (1986), Brumbaugh (1988, 1993), 
Carron (1982, 1984), England and Huertas (1987), Kane (1985, 1989), Kaufman and Kormendi 
(1986), Litan (1987), White Wilcox (1987). 

2 Although this paper does not address these issues in the context ofcommercial banks, many 
of the same issue evolved as commercial banks experienced difficulties in the 1980s and early 
1990s. For an analysis, see Barth, Brumbaugh, and Litan (1992). 
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Figure I : Percent of U.S. FSLIC- Institutions with Negative Net Income 




t i Percent of U.S. Thrifts Percent of U.S. Thrift Assets 

Source: Federal Home Loan Bank Board Thrift Financial Reports, Cornerstone Research. 



The structure of the industry that made it so vulnerable to significant 
fluctuation in interest rates was the requirement, established by law and 
regulation, that savings and loans could make only fixed-rate, long-term 
mortgages, even though they simultaneously funded those mortgages by 
shorter-term, more variable-rate deposits. 

This structure led to a dramatic decline in the market value of the fixed- 
rate, long-term mortgages. By year-end 1980 the market value of the 
industry’s fixed-rate mortgage portfolio was approximately negative 12 
percent, growing to negative 18 percent by year-end 1981. At that time, based 
on the market value of their mortgage portfolios, almost every savings and 
loan in the U.S. was insolvent. 

Though less widely understood, savings and loans were also vulnerable 
to falling interest rates. At least initially, when interest rates fell, shorter-term 
deposits repriced more quickly than longer-term fixed-rate mortgages, and 
spread income would rise. Falling interest rates, however, increased the 
incentive for homeowners to refinance. As they did so, spread income was 
affected. 




Chapter 5 87 

Immediate Forbearance Abetted by Regulatory Accounting 



Forbearance arose almost immediately because the unexpected increase 
in interest rates led so quickly to negative net income and market-value 
insolvency for so many thrifts. Throughout the savings and loan crisis, 
regulatory accounting was a central aspect of forbearance. 

Savings and loans reported to regulators on the basis of Regulatory 
Accounting Principles (RAP) and Generally Accepted Accounting Principles 
(GAAP). Until 1989, the chief regulatory agency for all federally insured 
savings and loans was the Federal Home Loan Bank Board (Bank Board), 
which set regulatory accounting standards for the industry. Institutions 
reported to the Bank Board on the basis of RAP in semi-annual Thrift 
Financial Reports through 1983 and quarterly thereafter. The TFRs, as they 
are known, were publicly available shortly after institutions filed them. 

Figure 2 indicates how accounting techniques were used to understate the 
extent of the problem and thereby abet forbearance. For the industry as a 
whole, Figure 2 presents net worth as a percentage of total assets based on 
RAP, GAAP and tangible net worth. Based on the reported accounting 
numbers, tangible net worth could easily be determined by subtracting 
intangible assets from GAAP net worth. As one can see, at the beginning of 
the crisis in 1980, RAP, GAAP, and tangible net-worth ratios were essentially 
the same at approximately 5 percent. 

Market-value net worth was also relatively easy for the Bank Board to 
estimate in the early portion of the crisis because the decline in net worth was 
caused by the fact that as interest rates rose, the value of the industry’s fixed- 
rate mortgage portfolio declined. 3 In the later stages of the crisis, calculating 
the industry’s market value became more difficult, as the declining value of 
each institution’s commercial real estate and commercial real estate loans 
became more important. 



3 For the method ofcalculation, see Brumbaugh (1988), p.50. 
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Figure 2: Capital-to-Asset Ratio for Savings and Loans: 1940-1988 




RAP GAAP Tangible Net Worth 

Source: Barth, James, R. (1991) The Great Savings and Loan Debacle. Washington, D.C.: The 
AEI Press. 



From the very beginning, however, negative market-values were not 
publicly reported. Given the structure of the industry’s assets, it was clear that 
the reported net-worth of the industry bore no resemblance to the actual 
negative market-value net worth of the industry. The Bank Board and the 
entire regulatory apparatus, however, were well aware of the actual condition 
of the industry. As the chairman of the Bank Board testified in the early 
1980s, “By 1982, the real capital positions of all thrift institutions had been 
completely eroded, and virtually all thrift institutions had large negative net 
worth when their assets and liabilities were valued at actual market rates” 
(Pratt, 1988). 

Savings and loans were required to meet specified minimum net worth 
requirements. For the purpose of calculating minimum net worth 
requirements, RAP was used. If the requirements were not met, an institution 
was subject to severe restrictions and intense regulatory scrutiny. Likewise, 
the decision of whether to close an institution on the basis of insolvency was 
made on the basis of RAP. As reflected in Figure 2, on the whole, the industry 
met its minimum net-worth requirement in 1980, despite the fact that the 
entire industry was substantially insolvent based on market values. 
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The Role of Book-Value Versus Market-Value Accounting 

The discrepancy between the book-value accounting based on RAP and 
GAAP and the estimated market-value net worth of the industry raised the 
issue of whether the crisis would have been handled differently were 
institutions required to report and be regulated on the basis of market-value 
accounting versus book-value accounting. 4 On the one hand, some argue that 
had institutions been forced to report on the basis of market-value accounting, 
Congress and regulators would have been unable or less able, to engage in 
forbearance and prolong the crisis. Reporting on the basis of market- value 
accounting might also have helped avert the crisis, because institutions would 
have had an additional incentive to lobby to change the rigid structure that led 
to the crisis in the first place. 

On the other hand, others argue that despite reporting on the basis of 
book values, all of the major participants — the industry, Congress, the 
Executive branch, and the regulators — were aware of the relative depth of the 
crisis. They, for example, ask a provocative question. As discussed 
immediately below, the Federal Savings and Loan Insurance Corporation 
(FSLIC) was insolvent no later than 1982 based on the cost of closure of book 
value tangibly insolvent institutions, and forbearance was the policy 
nonetheless. Why would reporting insolvency based on market-value 
accounting have made any difference? Why would Congress or regulators 
have significantly altered their approach? Likewise, the industry while 
reporting on the basis of book values, had certainly long been aware of the 
structural vulnerabilities of the industry nonetheless. Why would reporting on 
market values have changed either the perception or the outcome? 

Another approach to the issue focuses on the fact that the crisis 
developed unexpectedly with the unanticipated rise in interest rates, and 
rapidly produced insolvencies that exceeded the federal deposit-insurance 
agency’s reserves. The Bank Board apprised Congress on the market value of 
the industry, as it developed. Congress was in the position of either providing 
taxpayer dollars to augment the deposit-insurance funds, or adopting a 
forbearance policy - as it in fact did. This situation raises another provocative 
question. Why would the existence of market-value accounting have made 
any difference, if on the basis of existing information Congress knew it was 



4 White (1991) strongly favors market-value accounting, forexample, while Barth(1991), 
Beaver, et al. (1992) disagree. 
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avoiding providing taxpayer dollars and adopting a policy of forbearance 
nonetheless? 5 



The Role of FSLIC and Congress in the Crisis and the 
Forbearance Policy 

The FSLIC was the federal deposit-insurance agency for savings and 
loans, and was a division of the Bank Board. The FSLIC’s reserves are 
presented in Figure 3. As the figure shows, reported FSLIC reserves were 
positive from 1980 through 1985. During that period, the reported level of 
reserves fluctuated at approximately $6 billion from 1980 through 1983. 
Thus, for example, at a time when the negative market-value net worth of the 
industry exceeded negative $100 billion in 1981, reported FSLIC reserves 
were $ 6.2 billion. 6 

By 1982 the FSLIC was insolvent even when its contingent liability for 
all book-value tangibly insolvent savings and loans was calculated. Reported 
FSLIC reserves were $6.3 billion. There were $220 billion in assets of 
tangibly insolvent savings and loans in 1982, when the estimated cost of 
resolution was 4.5 percent of those assets. Hence, the cost to close all tangibly 
insolvent savings and loans would have been approximately $10 billion. 
Based on its contingent liability, therefore, the FSLIC was insolvent by 
approximately $3.7 billion. 



5 Another provocative issue is what would happen ifthe flat-rate deposit-insurance premium, 
were replaced with a risk-based premium. For a discussion, see Horvitz (1983). 

6 Data on FSLIC resources and cost of closure from Barth (1991), p. 70. 
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Figure 3: FSLIC’s Reserves 1980-1989 



Billions 




Source: 1980-1987: U.S. League of Savings Institutions Sourcebook, Table 88; 

1988-1989: GAO Report to the Congress, Financial Audit: Federal Savings & Loan Insurance 
Corporation's 1989 and 1988 Financial Statements; Cornerstone Research. 



Legislative Responses to the First Phase of the Crisis 

With its existing reserves at the time the FSLIC could not bear the cost 
that would have arisen had the FSLIC attempted to close more insolvent 
institutions. The Bank Board faced the choice of either attempting to increase 
the FSLIC’ s reserves in order to close more insolvent savings and loans, or to 
husband its existing reserves by selectively closing institutions. 

Additional resources were potentially available from two sources, the 
industry itself and Congress. Traditionally, the industry provided the FSLIC 
with funds by paying a percentage of insured deposits to the FSLIC. The 
industry, however, could not provide additional funds without worsening its 
own condition. Congress essentially refused to provide taxpayer dollars to 
increase the FSLIC’s reserves. 
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Instead, Congress passed two major pieces of legislation, first the 
Depository Institutions Deregulation and Monetary Control Act (DIDMCA) 
in 1980 and the Garn-St Germain Depository Institutions Act in 1982. 7 There 
were two central characteristics in both pieces of legislation. In each, statutory 
authority was granted to the Bank Board to lower minimum net-worth 
requirements, and broader authority was given to savings and loans to engage 
in wider - more commercial-bank like - assets and liabilities. 

With the 1980 and 1982 legislation, Congress formally adopted a 
forbearance policy to be carried out by the Bank Board. The legislation 
provided the two key components of the forbearance policy that would exist 
until the end of the decade. Reduced capital requirements would allow 
troubled and insolvent savings and loans to continue to operate. Not only 
would they continue to operate, but many would also have the opportunity to 
grow, as the lower capital requirements allowed them to lever into additional 
assets. At the same time, additional asset and liability powers would allow the 
savings and loans to diversify away from their fixed-rate mortgage portfolios. 

Throughout the 1980s, the FSLIC was itself audited by the General 
Accounting Office (GAO), an agency that reports to Congress. Despite the 
market-value insolvency of the industry and the cost to resolve tangibly- 
insolvent institutions, the GAO did not require the FSLIC to take into 
consideration its contingent liability for insolvent but open institutions until 
1985 (Barth, 1991, p. 71). Thus, the GAO as independent auditor of the 
FSLIC, allowed the FSLIC to report solvency, when in fact it was insolvent 
and the GAO was aware of it. In 1985, for example, the estimated cost to 
close tangibly insolvent institutions exceeded $50 billion and the required 
contingent liability was $1.6 billion. Thus, the GAO was a participant in the 
general forbearance policy. 

In 1986, the FSLIC reported insolvency for the first time. This was a 
turning point in the crisis because, after reporting insolvency, pressure began 
to grow on the Bank Board to estimate publicly the true extent of its 
contingent liability. In addition, Congress began to feel pressure to provide 
additional taxpayer funds to FSLIC. The GAO’s role adds another layer to the 
issue of whether reporting on market-value accounting would have made any 
difference, as again book-value accounting provided ample data on the 
FSLIC’ s true condition. 

Given the focus on accounting issues in 2002 and the establishment of a 
Congressionally mandated accounting oversight body, the Congressional and 



7 For a description of the major legislative and regulatory provisions throughout the 1980s and 
early 1990s, see Barth (1991). pp. 119-147. 
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GAO role in the savings and loan crisis may be instructive. It is clear that 
circumstances can arise when both a well-informed Congress and GAO will 
willingly and knowingly abide inaccurate or misleading accounting practices. 

The Potential Perils and Promise of the Forbearance Policy 

Moral Hazard or Hidden Action and Adverse Selection or Hidden 
Information 

As the savings and loan industry deteriorated and the FSLIC reserves 
became inadequate, two forms of moral hazard or hidden action arose. In the 
first instance, once they became insolvent and yet remained open, the 
institutions themselves had an incentive to take greater risks. If they took 
greater risk and the risk succeeded, the institutions benefited. If they took 
greater risk, and failed, the FSLIC bore the cost. 

Although insolvency created a clear incentive to take risks, whether that 
incentive led to excessive risk-taking is difficult to determine. A number of 
factors acted as a check on excessive risk-taking. One was the examination 
and supervisory process. During the crisis, examinations were remarkably 
well done, although at the peak of the crisis, examination and supervisory 
staffs were extraordinarily taxed and the frequency of examinations declined. 
Enforcement actions, which increased, were also a check on risk-taking. 

The second form of moral hazard involved the government itself. 
Congress and the Bank Board (as head of the FSLIC) were essentially agents 
for taxpayers. Taxpayers ultimately bore the burden of deposit-insurance 
losses, if they ultimately exceeded the FSLIC’s capabilities to absorb them 
through payments from the industry. Once the FSLIC became insolvent and 
Congress did not provide taxpayer dollars, both Congress and the Bank Board 
took significant risks that had never before been taken. Never, for example, 
had thousands of insolvent depository institutions been left open and 
operating. While open and operating, the prospect of significantly increasing 
losses existed. 

Negative and Positive Unexpected Changes 

Completely independent of the thrift industry, its regulators, and 
Congress, as long as the insolvent institutions were left open they were 
subject to both negative and positive unexpected changes in their operating 
environment. It could not be known whether the net effect of those future 
changes was going to be positive or negative. 
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Presumably, the passage of DIDMCA and Garn-St Germain in 1980 and 
1982 were attempts to create the greatest likelihood that whatever changes did 
occur, the thrift industry was in the best position to improve. Yet, even this 
was highly uncertain. In principle, allowing the industry to diversify away 
from the fixed-rate mortgage, was appropriate. Whether under the 
circumstances the industry was capable of successfully making the transition, 
however, was uncertain. In addition, there was an implicitly greater reliance 
primarily on the future performance of commercial real estate and commercial 
real estate loans. 

The first significant unexpected change was positive. In the fall of 1982, 
the savings and loans' cost of funds unexpectedly fell while the return on 
mortgages continued to rise. These changes began a period when the interest- 
rate spread and mortgage asset value difficulties of the industry abated. At the 
same time, however, other unexpected changes were exceedingly negative. 

THE SECOND PHASE OF THE CRISIS 

Improvement in Interest Rates, Decline in Commercial Real 
Estate Values 

Due to the improvement in interest rates, the overall income of the 
industry became positive and remained positive from 1983 through 1986. 
During the same period, however, significant deterioration occurred among 
the worst performing institutions. For those institutions with GAAP net worth 
less than zero and net income less than zero, GAAP net worth and net income 
both declined in all but one quarter in 1984, 1985 and 1986 (see Brumbaugh, 
1988, p.61). By the end of 1986, these institutions were reporting negative 
GAAP net worth of approximately $10 billion. 

Unlike the interest-rate risk problems of the early 1980s, which affected 
literally every thrift institution, the difficulties that developed later in the 
decade largely revolved around falling asset values and increasing loan losses 
involving commercial real estate. The difficulties were highly concentrated in 
certain areas of the country. After 1984, for example, FSLIC losses were 
increasingly concentrated in Texas, where falling energy prices dramatically 
affected asset quality in thrift portfolios. 

The passage of the Tax Reform Act of 1986, however, exacerbated the 
commercial real estate difficulties. The act reduced depreciation benefits on 
commercial real estate, and eliminated favorable capital gains treatment. More 
importantly, the act significantly limited the extent to which limited 
partnership syndications could offset losses on passive investment. These 
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provisions were inserted into the legislation unexpectedly just before passage. 
The net effect was an immediate and significant decline in the value of 
commercial real estate - just at the time when real economic developments 
were also harming commercial real estate. 

It is ironic, of course, that Congress should have passed these provisions 
of the 1986 tax act, which had predictable negative consequences to thrifts 
that had used the additional powers provided by Congress in the 1980 and 
1982 acts, to diversify into commercial real estate. While Congress essentially 
"bought time” for many institutions to diversify their portfolios in 1980 and 
1982, Congress itself became the source of a devastating blow to the same 
institutions in 1986. 

Rising Cost of Resolution Accompanied by Inadequate 
Funding of the FSLIC 

Thus, the second phase of the thrift crisis developed as the unexpected 
positive effects based on the behavior of thrift cost of funds and return on 
mortgages were replaced by the unexpected negative effects of declining 
commercial real estate asset values. Whereas the potential FSLIC losses 
associated with the interest-spread difficulties were relatively easy to 
calculate, the losses associated with commercial real estate asset quality 
problems were more difficult to calculate directly. 

A very reliable indirect method to calculate the losses, however, was to 
multiply the losses incurred per dollar of assets of closed institutions in the 
most recent year, by the assets in insolvent institutions in the current year 
(Barth, 1991, p. 67-75). Based on this method, estimates of the cost of closure 
per dollar of assets in insolvent institutions soared in 1984 and more than 
doubled from that level by 1988. At the same time the assets in insolvent 
savings and loans also rose during that time period. 

Losses estimated by this method were systematically and substantially 
higher than the estimates provided publicly by the Bank Board and the GAO. 
By year-end 1987, based on publicly available numbers on the cost of closure 
and the assets in tangibly insolvent institutions, closure of all insolvent 
institutions exceeded $60 billion. These estimates were available to the Bank 
Board, the GAO, and Congress. 

In the same year, the Competitive Equality Banking Act (CEB A) was 
passed by Congress. The act provided a complicated funding mechanism by 
which the FSLIC could receive up to $3.75 billion per year up to an overall 
limit of $10,825 billion. These funds were borrowed by a financing 
corporation established by Congress, and did not involve taxpayer dollars. 
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Taxpayer Dollars for the Closure of Insolvent Institutions: 

The Financial Institutions Reform, Recovery and 
Enforcement Act (FIRREA) of 1989 

Ultimately, the funds provided by CEBA proved to be inadequate and the 
final piece of legislation of the decade was passed in 1989. FIRREA was 
comprised of essentially five parts: 

1. For the first time, FIRREA provided taxpayer dollars for the closure 
of insolvent savings and loans; 

2. The regulatory and deposit-insurance structure for savings and loans 
was completely revised; 

3. New minimum capital levels were established; 

4. New allowable asset restrictions were imposed; and 

5. Additional enforcement authority was provided to combat fraud in 
savings and loans. 

The centerpiece of FIRREA was the provision of $50 billion, of which 
$40 billion was to go to the new Resolution Trust Corporation (RTC) to 
resolve insolvent institutions. FIRREA provided these funds through another 
complicated set of borrowing so that they would not affect the then imposed 
Gramm-Rudman-Hollings deficit constraint. 

The new restrictions on allowable assets essentially reversed the trend 
since the late 1970s whereby federal and state laws allowed savings and loans 
to diversify away from their residential mortgage portfolio. Nonresidential 
and commercial real estate loans were restricted, and a new Qualified Thrift 
Lender test required thrifts to hold at least 70 percent of their assets in 
primarily housing-related assets. 

As part of the asset restrictions, FIRREA essentially required the 
divestiture of corporate debt securities that were not rated in one of the four 
highest rating categories, securities commonly known as high yield or junk 
bonds, by July 1, 1994. 8 In 1988, the total percentage of high yield bonds in 
savings and loans was 1.1 percent, and represented 0.8 percent of assets in 
institutions closed that year. Of the total amount of high yield bonds in the 
industry at their peak, 31 percent were held by one institution. Due primarily 
to accounting interpretations, high yield bonds were required to be “held for 
sale” and marked-to-market - the only type of asset ever to be uniformly 



8 For an analysis ofhigh yield bonds in savings and loan portfolios, see Barth, Bartholomew, 
and Labicht 1990). 
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marked-to-market in the savings and loan crisis. In addition, establishing a 
date by which high yield bonds had to be sold lowered their value, 
exacerbating the problems caused by their mark-to-market. 

As part of the new minimum capital requirements, one particular 
provision - that received little public attention at the time - provided the basis 
for the third phase of the savings and loan crisis. It did so by setting the stage 
for protracted litigation that added a new contingent liability for the 
government. As discussed above, in the early 1980s creative regulatory 
accounting techniques allowed the government to avoid costly expenditures 
due to insolvent savings and loans. One of these techniques was the use of 
what came to be known as “supervisory goodwill,” which was used in some 
mergers to postpone or escape cash expenditures that would have otherwise 
depleted the FSLIC’s resources. 9 

THE THIRD PHASE OF THE CRISIS: POST- 
FIRREA GOODWILL SUITS 

The Use of “Supervisory Goodwill” 

In the supervisory mergers utilizing supervisory goodwill, a healthy 
institution would work with the appropriate regulators to acquire an institution 
that was market value insolvent. The government, represented by the Bank 
Board, caused the acquiring institution to put on its books an asset, the 
supervisory goodwill, roughly equal to the amount by which the insolvent 
institution’s liabilities exceeded it assets. The amount was often referred to as 
the “negative net-worth hole,” because it was the amount by which the 
institution was insolvent. 

Following the merger, the new institution would write off, or depreciate, 
the asset over a long period of time, up to 40 years. Over that period both the 
government and the acquirer hoped that the new institution would operate 
profitably, and generate from its operations net assets more than sufficient to 
replace the goodwill asset, which gradually was becoming smaller. 

Between 1980 and 1988, there were 333 supervisory mergers and 411 
assisted mergers. As Figure 4 demonstrates, over that period of time the 
supervisory goodwill represented a significant part of total regulatory capital 
for savings and loans - and a similar amount of savings to the FSLIC. At its 
peak, the amount of supervisory goodwill was approximately $10 billion. 



9 For a summary ofthe issues involved, see Barth, Brumbaugh, and Dykema (2001). 
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Figure 4: Savings and Loan Industry Goodwill as a Portion of Regulatory Net Worth 
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The Government’s Breach of Contract 

FIRREA phased out supervisory goodwill from regulatory capital by 
January 1, 1995. In essence, Congress forced the very institutions that helped 
FSLIC, and by extension Congress itself, avoid billions in cost, to 
substantially accelerate the write-off of the goodwill in calculating regulatory 
capital. 

The requirement set off a series of regulatory actions that often had 
devastating effects on the institutions. Many failed their minimum capital 
requirements, and some were seized as a result. Once they failed their capital 
requirement, they were subject to often brutal regulatory restrictions that 
significantly hampered their operations. Many had to shrink in size, forcing 
the sale of assets - most often some of their most valuable assets. Others were 
forced to raise capital under regulatory deadlines that resulted in smaller, and 
more costly, capital acquisition. 

Damages: The Next Round of Government Costs 

As a result, well over 100 institutions began filing claims against the 
government at the beginning of the 1990s, alleging that the government had 
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breached contracts it had made with the institutions. In 1996, the U.S. 
Supreme Court found that FIRREA’s changing of the accounting treatment of 
supervisory goodwill constituted a breach of contract by the federal 
government in Winstar et al. v. United States. 

Having found in these cases that the government breached its contracts 
and was liable for damages, all the plaintiffs are now engaged in a lengthy 
battle to recover damages. As of early 2002, only a handful of the cases had 
been settled and most either were yet to be tried or had damage awards that 
were on appeal or reconsideration. Based on damages claimed, the total 
damages could amount to tens of billions of dollars, though it is likely that the 
amount eventually awarded will be substantially less. 

The damage cases are being heard in the U.S. Court of Federal 
Claims, and appeals are heard by the U.S. Court of Appeals for the Federal 
Circuit. The Court of Claims has divided the cases into four groups known as 
the “priority,” “first thirty,” “second thirty” and “third thirty” cases. There are 
ten priority cases that have gone to trial on damages, and damage decisions 
have been rendered in nine, with one settling during trial. Another priority 
case settled prior to trial and a small number of the priority cases are awaiting 
trial. Of the remaining nonpriority cases only a handful have gone to trial, the 
rest await trial in 2003 or later. 

Of the nine priority cases that received damage decisions from the 
Court of Claims, most, if not all, are in various stages of appeal and awaiting 
final resolution. 

It is instructive, that although the initial claims were filed against the 
government in the early 1990s, as of year-end 2002 very few priority cases 
had gone to trial to determine damages, and very few have been completely 
resolved. The entire process, including some of the damage trials, has proven 
lengthy. The first damage trial did not begin until January 1997 and lasted 
fifteen months; another trial lasted more than 12 months. The remaining cases 
that have gone to trial have taken from a few weeks to several months to 
complete. 

As of year-end 2002, no one can predict how long it will take for the 
priority cases that have been tried to go through the entire appeals process. As 
mentioned above, only a few of the first thirty cases have been through the 
trial stage, and only a few trials are scheduled for the second or third thirty 
cases. At the same time, no one can predict very precisely what the magnitude 
of the total damages may be. 

As of year-end 2002, in the nine priority cases that are either in some 
stage of appeal or reconsideration, the initial damages awarded have been 
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exceedingly small relative to the damages claimed. In the cases, damages 
claimed ranged from the low hundred million dollars to over two billion 
dollars, and the initial damages awarded have ranged from a low of zero to a 
high of almost $1 billion. In both the cases representing the low and high end 
of this range judgment was vacated by the Court of Appeals, subsequent 
reconsideration resulted in damages in the $150 million to $350 million range 
respectively, but appeals continue. 

Given the total length of time that the cases have taken since the early 
1990s, the expense of bringing the cases, and the relatively small size of the 
damage awards, it is possible that plaintiffs in some of the smaller remaining 
cases may choose not to pursue their claims. As for the remaining cases as of 
year-end 2002, the future is uncertain. 

SUMMARY AND CONCLUSIONS 



Leaving aside the ongoing contingent liability of the supervisory 
goodwill cases, the present value cost to resolve all of the savings and loan 
failures is approximately $153 billion. At the peak of the first phase of the 
crisis, the negative market value of the thrift industry portfolio of mortgages 
was approximately $110 billion. The difference of approximately $43 billion 
is one measure of the cost of forbearance. Among other things, that number 
assumes that nearly all of the savings and loan industry could have been 
closed in the early 1980s, and closed at a cost no greater than the negative 
value of their mortgage portfolio. It is unlikely that the cost would have been 
contained at that level. 

Realistically, it was not feasible to close so many institutions under any 
circumstances at the time, and the cost of forbearance is thus less - probably 
substantially less - than $43 billion. Regardless, that amount is all but 
miniscule compared to U.S. GDP or even the federal budget in one year. 

Thus, based on the criterion of cost to the government in the savings and 
loan crisis, a case can be made that forbearance was the appropriate policy 
because it bought time to deal with the crisis, and had minimal effect on the 
ultimate cost of closure. Yet, to conclude on that basis that forbearance is the 
appropriate policy to deal with unexpectedly large numbers of depository 
insolvencies is dangerous, because some combination of unexpected events 
could have led to an entirely different outcome. 




Chapter 5 

REFERENCES 



101 



Barth, James R. (1991). The Great Savings and Loan Debacle. Washington: 
American Enterprise Institute. 

Barth, James R., Philip R. Bartholomew and Carol Labich (1990). “The 
Determinants of Thrift-Institution Resolution Costs,” Journal of 
Finance. 45, pp. 731-754. 

Barth, James R. and R. Dan Brumbaugh, Jr. eds. (1992). The Reform of 
Federal Deposit Insurance. New York: HarperCollins Publishers Inc. 

Barth, James R., R. Dan Brumbaugh, Jr., and Peter Dykema (2001). 
“Estimating Damages Associated with Federally Insured Banks,” in 
Weil, Roman L., Michael J. Wagner, and Peter B. Frank, eds. 
Litigation Services Handbook: The Role of the Financial Expert. New 
York: John Wiley & Sons, Inc. 

Barth, James R., R. Dan Brumbaugh, Jr., and Robert E. Litan (1992). The 
Future of American Banking. Armonk, N.Y.: M.E. Sharpe, Inc. 

Beaver, William H., Srikant Datar, and Mark A. Wolfson (1992). “The Role 
of Market Value Accounting in the Regulation of Insured Depository 
Institutions,” in James R. Barth and R. Dan Brumbaugh, Jr. eds.. The 
Reform of Federal Deposit Insurance, New York: HarperCollins 
Publishers Inc. 

Brumbaugh, R. Dan (1988). Thrifts Under Siege: Restoring Order to 
American Banking. Cambridge, Mass.: Ballinger Publishing Co. 

Brumbaugh, R. Dan (1993). The Collapse of Federally Insured Depositories: 
The Savings and Loans as Precursor. New York: Garland Publishing, 
Inc. 

Carron, Andrew S. (1982). The Plight of the Thrift Institutions. Washington, 
D.C.: The Brookings Institution. 

Carron, Andrew S. (1984). Reforming the Bank Regulatory Structure. 
Washington, D.C.: The Brookings Institution. 

England, Catherine, and Thomas Huertas, eds. (1987). The Financial Sendees 
Revolution. Norwell,Mass.: Kluwer Academic Publishers. 




102 



R. Dan Brumbaugh and Catherine J. Galley 



Horvitz, Paul M. (1983). “The Case Against Risk- Related Deposit Insurance 
Premiums,’ - Housing Policy Review 2, pp. 253-263. 

Kane, Edward J. (1985). The Gathering Crisis in Deposit Insurance. 
Cambridge, Mass.: MIT Press. 

Kane, Edward J. (1989). The S&L Insurance Mess: How Did It Happen? 
Washington, D.C.: Urban Institute Press. 

Kaufman, George G. and Roger C. Kormendi, eds. (1986). Deregulating 
Financial Sendees, Public Policy in Flux. Cambridge, Mass.: 
Ballinger Publishing Co.. 

Litan, Robert E. (1987). What Should Banks Do? Washington, D.C.: The 
Brookings Institution. 

Pratt, Richard T. (1988). Statement before the Committee on Banking, 
Housing, and Urban Affairs. 100 th Congress, 2 nd session. August 3. 

White, Lawrence J. (1991). “The Value of Market Value Accounting for the 
Deposit Insurance System,” Journal of Accounting, Auditing, and 
Finance, 6. 

Wilcox, James A. ed. (1987). Current Readings on Money, Banking, and 
Financial Markets. Boston: Little Brown & Co. 




Macroeconomic Sources 
of the U.S. Savings and 
Loan Crisis 



Michael R. Darby 
The Anderson School 
University of California, Los Angeles 




Chapter 6 105 

The sources of financial institution crises differ for advanced market 
economies and economies in transition. Crises in developed market 
economies have their roots either in a sharp increase in the rate of inflation 
that wipes out equity in institutions that borrow short and lend long or in a 
prolonged and deep recession or depression that destroys equity through 
restrictions in the credit channel. In transition countries, on the other hand, 
crises are the product of government-directed lending. In non-market 
economies banks function very differently than in market economies. In the 
formerly communist countries, banks served the government authorities as 
alternative budgetary channels - as means of channeling money to appropriate 
state programs. This type of system was mirrored in emerging Asia and in 
Japan where industrial policy called for a system of banks to serve as conduits 
channeling resources to favored sectors, industries, firms (and indeed even 
relatives and cronies). The presence of these politically directed credits on 
banks’ balance sheets causes problems for countries if they are not cleared 
from institutions’ books before the transition to a market-based system. 

U.S. savings and loans actually had some of the same features that non- 
market financial institutions typically possess. Prior to liberalization, the 
savings and loan industry quite closely resembled a system of government- 
directed credits targeted to politically favored borrowers. This system- which 
served to subsidize homeowner borrowers - was funded by government 
insured savings accounts. Accounts at savings and loans paid one-quarter of 
appoint above the interest paid on bank savings accounts under a de facto 
buyer’s cartel administered by the Federal Reserve System, ensuring that the 
savings and loans would have adequate funding to lend on 30-year mortgages 
with low and fixed interest rates. Funding long-term loans with short-term 
variable rate deposits implied that the industry was characterized by a massive 
mismatch of asset and liability maturities. This system of lending long and 
borrowing short worked reasonably well during the low and stable interest 
rate period before the 1970s (see Figure 1) but broke under pressure from 
changing macroeconomic conditions beginning in the late 1970s. 

The savings and loan industry was still solvent as a whole in 1970, but 
rising market interest rates were making it increasingly difficult to keep 
savings in savings and loan institutions. As shown in Figure 2, the 1970s saw 
a dramatic increase in interest rates that caused savings and loans’ assets to 
collapse in value while their liabilities maintained their values. As rates 
soared, the cost of savings and loan deposits outpaced the interest earned on 
savings and loan mortgage portfolios. This asset-liability mismatch was a 
feature of the industry as a whole no matter whether one looks at it from an 
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income statement or a balance sheet perspective. 

Figure I: The Prelude: 30-Year Conventional Mortgage versus 3-month Treasury Bill Yields 




3-Month Treasury Bill Yield 30-Month Mortgage Yield 



Sources: Federal Reserve and the Economic Report of the President. 

Figure 2: The Crisis: 30-Year Conventional Mortgage versus 3-month Treasury Bill Yields 




3-Month Treasury Bill Yield 30-Month Mortgage Yield 

Sources: Federal Reserve and the Economic Report of the President. 

In terms of regulation, forbearance was the great hope of those policy 
makers who sought to cover up the disaster that had occurred in the industry. 
The idea behind forbearance was that a sound monetary policy would permit 
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interest rates to fall as inflation was brought under control. As rates fell, the 
problems that had beset the savings and loan industry would disappear and the 
savings and loans would return to profitability and the industry to its pre-crisis 
state. The macroeconomic environment that had sparked the savings and loan 
crisis did, in fact, improve (see Figure 3), but its improvement came too late 
for the industry. The problem with a policy of forbearance as advocated by 
U.S. Congressman Jim Wright and others during the crisis was that it did not 
work. Forbearance encouraged honest savings and loan operators to take what 
were basically one-sided bets and attempt to gamble their institutions back to 
health. It also provided - in allowing zero-value savings and loans to stay 
open - plentiful low-cost opportunities for dishonest purchasers to engage in 
excessively risky or fraudulent activities. 

Figure 3. Where We Are Now: 30-Year Conventional Mortgage versus 3-month Treasury Bill 
Yields 




3 month T-bill 30-Year Mortgage Yields 

Source: Federal Reserve and the Economic Report of the President. 

The question that presents itself is whether the macroeconomic origins of 
the savings and loan crisis arose accidentally or through bad luck or whether 
they were the result of bad policy. The answer is that the problems were 
caused by bad policy. As seen in Figure 4, the proximate cause of the increase 
in interest rates that ruined the savings and loan industry was inflation. A 
bivariate regression shows that interest rates are largely a function of inflation 
- measured here as the two year moving average trend change in the 
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Consumer Price Index. Indeed, the trend change in inflation explains 56 
percent of the variance in yields on 3-month U.S. Treasury bills. The simple 
answer to the question of what caused the crisis was that, just as Irving Fisher 
showed (see Text Box below) interest rates rose with the increase in 
inflationary expectations. This increase in interest rates was exacerbated by 
the fact that interest was taxable to lenders but was tax-deductible to 
borrowers (Darby 1976). This asymmetry in the tax treatment of interest made 
for even greater volatility in interest rates. 

Figure 4. The Proximate Cause: 3-month Treasury Bill Yields and 2-year Moving 
Average Trend CPI 




CPI T rend 3-month T -Bill 

Sources: Federal Reserve and the Economic Report of the President. 

However, inflationary expectations are merely the proximate cause of the 
increase in rates and thus not the real, underlying cause of the crisis. The 
actual cause of the difficulties experienced by the savings and loan industry 
was the Federal Reserve’s belief that money didn’t matter. At the pre-Volcker 
Federal Reserve, there was a failure to understand that, in the long run, 
inflation is a function of the money supply and thus money does matter. 
Figure 5 shows the relationship between the CPI and the two-year moving 
average trend change (lagged by 4 years) in M2. 1 Again, a simple bivariate 
regression shows that lagged M2 explains almost 45 percent of the variance in 
interest rates. Money matters, ultimately, because the price level - the change 



1 M2 consists ofcurrency, traveler’s checks, demand deposits, retail money market funds, 
savings and small time deposits. 
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in which is inflation - is the inverse of the price of money. The price level is 
the ratio of dollars to goods and the price of money is simply the ratio of 
goods to dollars. Thus inflation reflects the supply and demand of money. 
Such a simple relationship - supply and demand - one might expect central 
bankers to be aware of, but at the pre-Volcker Federal Reserve, they were 
not. 

Figure 5. The Cause: Money and 2-ycar Moving Average Trend CPI 




CPI T rend M2 (4 years earlier) T rend 



Source: Federal Reserve and the Economic Report of the President. 

The question of whether there could be another crisis in the U.S. can be 
answered with an affirmative. While it will not likely affect the savings and 
loan industry, it is quite feasible that mismatched assets and liabilities 
elsewhere in the financial services industry could turn into a full-fledged crisis 
after a period of inflation caused by loose monetary policy. One need not 
worry however, if, as Greenspan tells us, recession, inflation and the 
importance of money are all old economy problems and thus things of the 
past. 
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The Fisher Equation 

The nominal interest rate, according to Fisher’s equation, is the sum of the real 
interest rate and expected inflation. At the time of making an investment decision, the 
lender expects to be compensated for, not only the intertemporal opportunity cost of 
using the money, but also its probable loss of purchasing power. Thus, the fluctuation 
of nominal interest rates also depends on the inflationary expectations which are 
fundamentally related to the demand and supply of money. 

Holding money demand constant, an expansion in the money supply will decrease the 
value of money, which in turn will require more money to purchase the same amount 
of goods and services. In addition, the expected inflation will also cause money 
demand to decline as the opportunity cost of using money in the current time period 
increases. This process will increase expected inflation even further. 

An understanding of this relationship is crucial for policy makers. In the 1970s, for 
example, U.S. monetary policy attempted to hold interest rates stable by increasing 
the money supply but actually induced interest rates to increase further due to 
inflationary expectations. 
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Charticle 4 

Excessive Growth of Savings and Loan Assets 

Overheated Savings and Loan Growth 




GDP Savings and Loan Assets 

Source: Thrift Financial Reports Database: Milken Institute 

Despite a fairly constant rate of savings in the U.S. between 1982 and 
1984, savings and loan asset growth peaked at over 25% (annual). 
Compared to overall growth in the economy, furthermore, savings and 
loans simply grew too fast, putting enormous pressure on themselves to 
find new and profitable investment vehicles. 
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Economic insolvency strikes a financial enterprise when it suffers losses 
that destroy its capacity to repay depositors and other creditors without 
outside assistance. Individual insolvencies are rooted in poor or dishonest 
management, bad luck, defective information systems, and superior 
competitors. 

In the face of entry pressure from more-efficient and better-capitalized 
competitors, any governmental system of deposit insurance can easily 
degenerate into an expensive mechanism for retarding the exit of insolvent 
deposit-institution competitors. Although no two financial crises unfold in 
exactly the same way, such events are driven by the interaction of the risky 
lending and funding strategies that lead to the economic insolvency of 
individual institutions and the risky regulatory strategies that government 
supervisors and regulators use to handle institutional insolvencies when they 
develop. 

The major lesson of the U.S. savings and loans mess is how egregiously 
regulatory and bank risk-taking can reinforce one another. For individual 
insolvencies to persist for years on end requires that — at some level of 
government — officials sell insolvent institutions protection against failure and 
conspire at least implicitly with internal and external auditors to conceal the 
holes in individual balance sheets. As long as the coverup succeeds, the 
lending policies of troubled institutions escape the ordinary weight of 
depositor discipline. 

The explanation for accounting and regulatory dereliction is incentive 
conflict at a country’s designated watchdog institutions. The solution conflict 
lies in reworking the watchdogs’ incentives in the social contracts that are 
breaking down. The conflict at issue is the tradeoff between regulators’ and 
accountants’ social missions and the personal and bureaucratic costs of 
resisting client pressure for relief. Ironically, the accounting and regulatory 
strategies that ruined the Federal Savings and Foan Insurance Corporation 
(FSFIC) and the U.S. savings and loan industry were of the industry's own 
making. Even more ironically, these discredited strategies closely resemble 
the policies that multinational firms and the International Monetary Fund 
(IMF) have implicitly urged on crisis countries in Asia and Latin America 
(e.g., Fischer, 2001). 

Guaranteeing the debt of insolvent institutions and covering up the loss 
exposures this creates for a country’s taxpayers is costly in three ways. First, 
by allowing important institutions to operate in an insolvent condition, 
authorities leave poorly performing assets and franchises in the hands of 
managers whose lending and funding incentives are distorted by capital 
weaknesses. Because the downside of future returns belongs to the guarantor, 
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insolvent firms are tempted to invest the savings entrusted to them in lottery- 
like projects that combine a negative present value with a small chance of a 
very large payoff. Second, until the cover-up begins to unravel, accounting 
disinformation insulates the guidance and forbearance decisions that 
government officials are making from financial and political review. Finally, 
any cover-up is likely to be accompanied by microeconomically inefficient 
pricing and entry restrictions intended to protect the markets of troubled firms 
from close competitors. Flowever, because of their inefficiency, these 
restrictions are apt to boomerang against the industry in the long run. 

Industry-welcomed restraints on stronger U.S. deposit-institution 
competitors ultimately helped less-regulated outside competitors such as 
foreign banks, money-market mutual funds, and brokerage firms offering cash 
management accounts to take market share from the industry they were 
supposed to help. While troubled savings and loans implored government 
officials to wall off intra-industry access to their customer base behind 
deposit-rate ceilings and geographic barriers, differently chartered institutions 
devised substitute instruments that used emerging electronic technologies to 
innovate through and around the industry’s regulatory defenses. 

Effective long-run regulatory performance requires improved 
accountability for policy mistakes and accountability begins with accurate 
information. Throughout the savings and loan mess, authorities showed a 
propensity for blocking flows of information that threatened to harm their 
individual and collective reputations. 

Incentive reform must start with a serious effort to reduce the benefits of 
accounting cover-up. To increase the timeliness and accuracy of information 
that managers of insured institutions, managers of deposit insurance funds and 
incumbent politicians supply to taxpayers, improved economic and political 
incentives are needed in government service. The more a country’s political 
and cultural environment tolerates de facto corruption, the more useful it 
would be to offer deferred compensation to the chief executives of banks and 
deposit insurance enterprises and to tie retiring officials’ right to draw down 
this compensation either to the absence of crisis during the first five years 
after their departure or (if information systems permit) to a market-value 
measure of the change in the insurer’s net loss exposure observed during their 
term in office (Kane, 2002). 
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ACCOUNTING COVER-UPS IN THE SAVINGS 
AND LOAN MESS 



In the 1960s and 1970s, the core activity of U.S. savings and loan 
institutions was to make long-term mortgage loans financed with short-term 
deposits. These short-funded portfolios exposed these institutions’ economic 
income and net worth to losses whenever interest rates rose. The secular rise 
in interest rates and interest-rate volatility experienced between 1965 and 
1982 generated unbooked losses on savings and loan mortgages that 
devastated the economic value of industry income and net worth. 

FSLIC furnished dividend-free risk capital and supplied enough of it to 
fill in the holes in troubled firms’ balance sheets for over 30 years. During this 
interval, red ink flowing through savings and loan income and balance sheets 
seeped into the accounts of FSLIC and, through FSLIC, onto U.S. taxpayers. 

Although savings and loan and government accountants refused to 
formally recognize these losses as they were accruing, the damage being done 
could not be hidden completely. Across an institution’s portfolio, the impact 
of interest-rate movements could be estimated with a reasonable degree of 
accuracy by appraisal techniques. For example, estimates summarized by 
Kane (1989) and Brumbaugh (1988) clarify that, at least from 1971 on, the 
savings and loan industry could not expect to repay its deposit liabilities from 
its own resources. The survival of these institutions depended on the black 
magic of government guarantees rather than on the earning power of their 
assets. What kept insolvent savings and loans from being closed down by 
depositor runs was the willingness of the FSLIC to promise depositors 
credible protection against loss. Their perverse life-in-death existence may be 
likened instructively to that exhibited by the hordes of marauding zombies 
featured in George Romero horror movies. 

When individual insolvencies spread and deepen in any country, the 
long-run problem for a deposit insurance enterprise lies in keeping its 
guarantees credible to deposit-institution customers. A private guarantor 
would do this by identifying and forcing the recapitalization of troubled 
institutions as soon as they weaken. Tolerating widespread insolvency plants 
and fertilizes the seeds of a deeper crisis. A government insurer can avoid a 
crisis as long as it keeps its loss exposure small enough that depositors can 
reasonably rely on the faith and credit of the national Treasury to explicitly or 
implicitly augment the insurer’s resources. However, on average, risk-taking 
incentives at zombie firms tend to make the insurer’s loss exposure grow over 
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time. Crises develop when and as the market value of the implicit government 
debt embodied in the Treasury’s support begins to swamp the incremental tax 
capacity a nation needs to service it. 

Around the world, the valuation and itemization principles that deposit- 
institution accountants and regulators use to measure banking profits and net 
worth contain options that make it possible for large opportunity losses to be 
hidden from public view. Until and unless challenged by economic analysis, 
using these options can generate phantom and nonrecurring profits that 
overstate net worths for years on end. Cooked books and the earnings 
projections based upon them resemble the digital readouts from a scale rigged 
by a dishonest butcher. With a show of irrelevant precision, authorities can 
systematically and repeatedly mismeasure the obligations that deposit 
insurance is putting on taxpayers’ bill. 

A private guarantor would recognize and seek to counter an insolvent 
client’s interest in fabricating profit and net worth. Part of the policy scandal 
embodied in the savings and loan mess was authorities’ repeated willingness 
to creatively extend the accounting leeway that savings and loans and FSLIC 
could use to further slow down reportable deterioration in FSLIC’ s balance- 
sheet position. Table 1 shows that until 1986 official estimates of FSLIC’s net 
reserves remained reassuringly positive. Table 2 illustrates the increasing 
magnitude of the economic losses that authorities were covering up. Using 
market-value estimates of the enterprise-contributed net worth of every 
FSLIC-insured institution existing or closed in fiscal years 1985-1989, the 
table displays the aggregate loss exposure that bureaucrats at FSLIC managed 
to keep off their books until the cover-up unraveled. 

Table 1: Official Estimates of FSLIC Reserves, 1960-1986 



Year end 


Total reserves 
($ million) 


Percentage of value of 
accounts insured 


1960 


381 


0.62% 


1965 


1537 


1.35 


1970 


2903 


2.05 


1975 


4120 


1.48 


1980 


6462 


1.28 


1985 


4600 


0.54 


1986 


-6300 


-0.71 



Source: Kane (1989, p. 9). 
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Table 2: Estimates of Taxpayers’ Unbooked Loss Exposure in FSLIC, 1985-1989 



Date* 


Exposure ($ billion) 


September 30, 1985 


86.4 


September 30, 1986 


122.5 


September 30, 1987 


106.8 


September 30, 1988 


161.3 


August 9, 1989 


161.1 



* In these years FSLIC’s fiscal year ran from September to September. August 9. 1989, was the 
last day on which FSLIC officially existed. Even these estimates understate the size of FSLIC’s 
losses because they neglect the implicit financing cost of carrying these losses. 

Source: Kane (1993). 

If government guarantees had not been supplied on favorable terms, 
private creditors would have forced insolvent savings and loans to recapitalize 
themselves (perhaps by transferring ownership in whole or in part to large 
creditors) or else see themselves merged or liquidated out of existence. To 
keep accrued losses from registering on FSLIC’s books, regulators had to help 
insolvent savings and loans hide losses and resist forms of exit that would 
have revealed the size of their capital shortage. Because a guarantor assumes 
the deep downside of private creditors’ exposure to loss, economic theory 
dictates that a conscientious deposit insurer should exercise market- 
mimicking disciplines. In not staking for itself an explicit claim to the future 
profits of zombie firms, FSLIC encouraged private owners and managers to 
take poorly structured, long shot gambles. For zombie savings and loans, the 
beauty of these gambles was that FSLIC took the downside and permitted 
savings and loan owners and managers to lay claim to much of the upside 
potential. 

Opportunities for borrowers to over-leverage themselves could not have 
burgeoned unless insolvent lenders believed that they could shift their own 
expanding loss exposure to FSLIC. Loss exposures could be expanded 
because neither insolvent lenders nor their government regulators had strong 
incentives to fully evaluate and disclose the risks being taken. 

In medicine, the word “crisis” describes the point in the course of a 
disease at which a decisive change occurs. Often a crisis may be averted by 
seizing one or more “golden moments” during which improved medical care 
can cure the disease relatively simply. 

In retrospect, one can see that FSLIC passed up two golden moments for 
capping its losses. First, if, instead of nullifying market pressures for exit and 





120 



Edward J. Kane 



recapitalization during the late 1960s, FSLIC had forced insolvent savings and 
loans to recapitalize, merge, or liquidate themselves, the savings and loan 
industry could never have remained short-funded and undercapitalized 
enough to load such large losses onto FSLIC in later years. Second, even if 
this opportunity had been missed, subsequent losses could have been reduced 
if recapitalization had been sought when disinflation sharply lowered interest 
rates in 1982-1983. In fact, the Federal Deposit Insurance Corporation 
appropriately seized this second window of opportunity to discipline the 
roughly 500 short-funded savings banks that it insured. 

Sadly, by the time that interest rates turned down in mid- 1982, savings 
and loan trade associations had successfully lobbied Congress for new ways 
to take and hide risk. Supplementing their traditional concentration in long- 
term home mortgage assets, many savings and loans began to load up with 
riskier loans aimed at financing residential and commercial real estate 
development and holdings of raw land. If insolvent savings and loans had 
been forced to recapitalize in 1982-1983, loans made under this new 
regulatory regime would have been better structured and would have therefore 
generated fewer losses. Such a recapitalization would have spared the nation a 
costly spate of overbuilding. Insolvent savings and loans would not have 
spent so many years pouring funds into an overheated U.S. real estate market 
in an industry-approved and regulator-authorized effort to help insolvent 
savings and loans “grow out of their weakness.” 

UNBOOKED FISCAL DEFICITS AS A SOURCE 
OF FINANCIAL FRAGILITY 1 



Three strategic elements characterized pre-crisis policies toward savings 
and loans and these same three elements appear in the banking policies of 
almost every country in the world today: 

1. Politically directed subsidies to a politically favored class of bank 
borrowers. The policy framework either requires or rewards 
banks for making credit available to designated classes of 
borrowers at a subsidized interest rate; 

2. Subsidies to bank risk-taking. The policy framework commits 
government officials to providing on subsidized terms either explicit 
or conjectural guarantees to holders of bank liabilities; 



1 This section draws heavily on Kane (2000a). 
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3. Defective monitoring and control of the subsidies. The contracting 
and reporting framework for government officials fails to make them 
directly accountable for controlling the size of either subsidy. 

Rent-seeking theory explains why short-horizoned authorities would 
allow banks to extract wealth from taxpayers and would require loan officers 
to transfer some or all of that wealth to politically favored borrowers. The 
third element in the strategy explains what prevents taxpayers from seeing the 
implicit expenditures generated by the first two elements and from 
disciplining inappropriate transfers in a timely fashion through political action 
or parliamentary review. Imposing civil and criminal penalties on officials 
who can be shown after the fact to have willfully provided less than their best 
estimate of their enterprise’s economic value would reduce the benefits of 
forbearance. It would create an enforceable obligation for regulators to report 
truthfully to taxpayers and watchdog institutions the size of the dual subsidies. 
Passing this information through the government budget would make 
authorities accountable for explaining whether and how taxpayer benefits 
generated by the subsidies justify the costs that they impose on taxpayers. 

Without side payments from the rent-seeking sectors, it would be 
unlikely that a growing flow of subsidies could prove incentive-compatible 
for top government officials even for short periods. To enlist high-ranking 
regulators permanently into the benefit-redistribution game, two further 
conditions must hold. First, taxpayers must be prevented from assessing by 
indirect means the magnitude of the costs they face in funding the subsidies. 
Second, regulators themselves must receive suitably laundered incentive 
compensation from banks and borrowers. The compensation offered must be 
sufficient to balance exposure to legal penalties and the risk of damage to the 
reputations of policymakers and the regulatory bureaus they head if, during 
their watch on the bridge, the system for covertly financing the subsidy were 
to break down. 

A banking-policy regime that greatly subsidizes risk-taking may be 
portrayed as an accident waiting to happen. A banking crisis occurs when a 
sufficient amount of bad luck hits a banking system whose managers have 
made their institutions vulnerable to this amount and type of bad luck. The 
savings and loan mess teaches us that the odds of experiencing a bureaucratic 
breakdown in a country’s intersectoral cost-shifting process may be modeled 
as an evolutionary process in which the odds of breakdown increase as the 
size of unbooked government guarantees grows. 

The larger accumulated opportunity-cost losses become, the larger the 
off-balance-sheet debt with which fiscal authorities are being saddled. What 
we may call a “silent run” begins not when a bank becomes a zombie, but 
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when the accumulated implicit fiscal deficit from the government's unbooked 
loss exposure in zombie banks begins to scare large-denomination depositors. 
As more and more depositors and investors rationally begin to doubt whether 
officials can or will continue to support the guarantees, the silent run on a 
country’s banking system gathers steam. 

Doubts about a government’s willingness and capacity to make taxpayers 
absorb the unfunded cost of guaranteeing the country’s zombie banks are a 
function of its tax capacity. The triggering condition is that the aggregate 
guarantees soar so far above dedicated reserves that taxpayer resistance is 
expected to develop. This political resistance threatens the incumbent 
government’s survival and promises to undermine its ability to raise the funds 
needed to pay the bill in full. We describe runs by sophisticated large 
depositors as silent because pressure on a troubled bank from savvy 
depositors generates far less adverse publicity than a line of panicked small 
depositors does when a bank is experiencing a conventional run. 

A silent run speeds the endgame because it generates an observable 
increase in each zombie bank’s funding costs. In developing countries, a 
zombie bank’s first line of defense against a silent run is usually to arrange 
loans from relatively well-informed foreign banks. Like the sophisticated 
depositors that zombie bankers manage to retain, foreign banks demand 
higher interest rates and appropriate collateralization for their claims. The net 
outflows of domestic deposits that zombie banks experience are financed by a 
combination of selected asset sales and high-rate new debt. In consciously 
deciding to finance a silent run, foreign banks may feel confident that (as in 
Mexico in 1994) they can successfully lobby the IMF, their host government, 
and their home governments to protect them against defaults by host country 
banks. (Table 3 reports the amounts and types of external assistance received 
by seven crisis countries in recent years.) Foreign banks may also find it 
advantageous to speculate against the currency in offshore derivatives 
markets. 
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Commitments a ($ billion) 




IMF 


Multilateral 13 


Bilateral 


Total 


Brazil 


$18.10 


$9.00 


$14.50 


$41.60 


Indonesia 


$11.20 


$10.00 


$21.10 


$42.30 


Korea 


$21.10 


$14.20 


$23.10 


$58.40 


Mexico 


$17.70 


$0.00 


$31.30 c 


$49.00 


Philippines d 


$1.60 


$0.00 


$0.00 


$1.60 


Russian 

Federation 5 


$15.10 


$6.00 


$1.50 


$22.60 


Thailand 


$4.00 


$2.70 


$10.50 


$17.20 


Total 


$88.80 


$41.90 


$102.00 


$232.70 



(a) The rescue packages for each country cover resources made available for time periods 
specific to each case; (b) World Bank and Regional Development Bank; 

(c) includes $10 billion credit line from BIS; (d) as of end of 1998; (e) through end of 1999. 

Sources: Garcia (1998, p. 27) and Christiansen (2001, p. 134). 

Unless and until bank regulators take steps to increase the credibility of 
their guarantee system (e.g., by establishing a substantial line of credit with 
the IMF), a silent run on a nation’s banking system tends to escalate. This is 
because zombie banks’ asset sales and funding-cost increases make the 
fragility of the zombies’ condition visible to less-sophisticated observers by 
causing an inescapable deterioration in the accounting values of income and 
net worth. When a zombie bank sells assets at market value, its unbooked 
losses on subsidized loans become a larger proportion of its footings. 
Similarly, the more liabilities that a zombie bank rolls over at increased 
interest rates, the more severely its accounting and economic profit is going to 
be squeezed. 

A silent run increases pressure on regulators to acknowledge that zombie 
banks are benefiting from government guarantees and that stronger banks and 
ordinary taxpayers will be asked to pay the bill. As the pressure builds, it 
progressively undermines the willingness of taxpayers and stronger banks to 
tolerate the regulatory status quo. The transfer of benefits to insolvent 
institutions from taxpayers and viable banks becomes progressively greater 
the longer a silent run proceeds. Regulatory efforts to retard the exit of 
inefficient and insolvent deposit institutions lower the profit margins that 
strong banks can earn on borrowed funds and push their prospective costs for 
funding the government’s guarantee services above the value of the 
guarantees that they themselves receive. 
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This theory of crisis may be contrasted with that of authors such as 
Chang and Velasco (1998) who locate the trigger for financial crisis directly 
in a growing mismatch in the maturity of a country’s international assets and 
liabilities. Our theory predicts that such an imbalance in maturity develops as 
an endogenous consequence of insolvency-driven silent runs. A shortening of 
the maturity of capital inflows is triggered by foreign lenders' increasing 
concern for being able to unwind the positions they establish in economically 
insolvent host-country banks. But for troubled banks to receive new funding, 
their government’s guarantees must remain credible domestically. 

In country after country, officials have actively encouraged loss-causing 
patterns of credit allocation and compounded the damage from credit losses 
by not resolving individual-bank insolvencies until their economic capital had 
deteriorated disastrously. When the cover-up dissolves, domestic (and 
sometimes foreign) taxpayers are billed to bail out banks, depositors, and 
deposit insurance funds. Caprio and Klingebiel (1999) report that taxpayers’ 
bills for making good on implicit and explicit guarantees has typically run 
between 1 and 10 percent of GDP. The size of these bills underscores the real 
costs of allowing the corrupted risk-taking preferences of high government 
officials to shape the flow of aggregate investment. 

GOVERNMENT EXIT RESISTANCE 



Taxpayers (including strong financial institutions) are likely to be forced 
eventually to finance deposit insurance losses. Efficiency requires that 
taxpayers be able to observe and control politically the depth and breadth of 
deposit-institution insolvencies as they are developing. Regulatory tolerance 
of go-for-broke risk taking by insolvent institutions undermines the stability 
of a country’s financial system and allows institutional losses to cumulate 
relentlessly. In the U.S. and abroad, regulators’ tolerance for risk-taking is 
negotiated behind closed doors in an unacknowledged and corrupt market for 
political clout. 

The ultimate cause of deep crises is the displacement of healthy market 
discipline by unaccountable systems of government supervision. Asian and 
Latin American taxpayers and public servants need to understand that bad 
luck, aggressive management, and looting are not exogenous “causes” of 
financial crises. 

Improvements in financial technology and increasing price volatility for 
financial instruments have been transforming the equilibrium market structure 
of the financial-services industry in and across countries. Starting in the mid- 
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1960s, the U.S. deposit insurance system began to counteract natural market 
pressure on failing savings and loan institutions to voluntarily recapitalize 
themselves or exit through merger or liquidation. This exit resistance was the 
root of FSLIC’s aggregate losses. Individual client losses were caused by bad 
economic luck, poor management, insider crime, structural weaknesses in 
risk-management controls, and the slower-acting effects of well-meaning 
regulatory interference. However, in trying to sustain the inefficient market 
structure they inherited, authorities transformed government deposit insurance 
in the U.S., which had enjoyed 30 years of initial success, into a system for 
nurturing inefficient and unsound firms and perversely rewarding socially 
imprudent investments. Not forcing insolvent institutions to promptly resolve 
their insolvencies rewarded unsound banking practices and effected an 
unintended, badly structured, but (happily) temporary nationalization of a 
large segment of the nation’s financial assets and institutions. 

After a long period of expansion, in the mid-1990s Asian and Latin 
American banking industries faced parallel pressure for domestic-bank exits. 
In many countries, foreign and nontraditional financial firms had to introduce 
themselves in circumventive ways. They did host country business by making 
creative use of substitute products, substitute organizational forms, or 
substitute offshore locations. As in the savings and loan mess, in most 
countries a new entrant’s ability to use differently regulated substitute 
opportunities was facilitated by longstanding and burdensome restrictions on 
how local deposit institutions could compete domestically. 

Again, as in the savings and loan mess, authorities in these countries 
were reluctant to encourage the prompt recapitalization of banks that were 
weakened by outside competition or to estimate the size and publish the 
opportunity cost of the risk capital that protecting these banks required their 
taxpayers to supply. Politically and administratively, it was much easier in the 
short run to use loopholes in bank and government accounting principles to 
conceal the extent of industry weakness from public view and to suppress 
information that might generate political pressure for a different and stricter 
course of action. 

In public-policy discussions, lobbyists euphemistically describe as 
“regulatory forbearance” the insolvency-management policies that are more 
lenient than those that one would expect informed taxpayer “principals” to 
prefer. What makes forbearance strategies attractive are: (1) the campaign 
donations and other forms of monetary tribute that government officials can 
collect in exchange and (2) the long period of time during which government 
and trade-association spokespersons can credibly hide the extent of 
insolvency. Political deal making is further assisted by the understanding that 
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the flawed accounting records they certify will make it difficult later to 
credibly pin the consequences of inappropriate forbearance decisions on the 
particular officials who conceived and executed them. 

Side payments, the lack of reliable measures of an insurer’s true 
condition, and the absence of audit trails for forbearance decisions or their 
consequences encourage officials to delay recapitalization pressure and to 
gamble on making a “clean getaway’’ either to a longer term in office or to a 
high-paying job in the private sector. By blaming officials disproportionately 
for whatever problems manage to surface while they are in office and by not 
nailing officials for the forecastable future damage they create when they 
adopt short-sighted supervisory strategies, the press and voting public 
reinforce authorities’ propensity to gamble inefficiently with taxpayer money. 

THE REGULATORY-GAMBLING THEORY OF 
FINANCIAL CRISIS 



The seeds of the savings and loan mess lie in defective incentives for 
measuring and controlling the taxpayer loss exposures that politicians and top 
regulatory officials create (Kane, 1989; Barth, 1991; White, 1991). These 
incentive defects engender conflicts with bureaucratic and personal goals that, 
in tough times and in tough cases, tempt government officials around the 
world not to enforce the underwriting standards, coverage limitations, and 
takeover rights that constitute taxpayers’ best theoretical defenses against 
cumulative deposit insurance losses. 

Applying the theory of principal-agent conflict (Jensen and Meckling, 
1976) to safety-net policies can explain allegedly inadvertent policy failures 
in the pricing and administration of government deposit insurance as 
calculated risk-taking behavior. Favoring the interests of a nation’s 
decapitalized institutions can serve politicians’ and regulators’ interests at the 
expense of society in general. Forbearance may be expected to keep a 
politician’s and regulator's watch on the bridge less turbulent, to preserve 
officials’ reputations, to improve opportunities for reelection or post- 
government employment, and to generate a flow of implicit or explicit side 
payments. An acid test by which to distinguish an innocent mistake from a 
self-interested “calculated gamble” is the immediacy and sincerity of a 
perpetrator’s regret. An error is regretted simply because it is wrong; a 
calculated gamble is regretted only if and because it fails. 

Incumbent politicians and bureaucrats have short time horizons and 
narrow career and reputational interests that frequently diverge from those of 
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taxpayers. What was and is missing from deposit insurance arrangements in 
most countries is timely accountability for the opportunity losses that 
tolerating insolvencies imposes on taxpayers. In a representative democracy, 
once the loss exposure of a government deposit insurance corporation outruns 
its budgeted resources, divergences in taxpayer and regulator interests make it 
rational for opportunistic authorities to abuse their discretion by covering up 
evidence of insolvencies at the institutions they supervise and by postponing 
painful loss-control activity to their successor’s watch on the bridge. 

Bankers want government guarantees as a competitive advantage. During 
their limited time on the bridge, politicians see government guarantees as a 
way to avoid being embarrassed by a wave of bank failures and in some cases 
as a way to directly or indirectly enrich themselves by corruptly selling 
options for delaying failure. Because taxpayers do not offer incentive 
payments and because officials’ reputational and career interests leave them 
more directly answerable to politicians and bankers than to taxpayers, 
government regulators are pulled more strongly in practice toward subsidizing 
deposit-institution operations by avoiding failures than they are toward 
minimizing the long-run costs of taxpayer loss exposures. Although highly 
ethical individual regulators may routinely reject these temptations, the main 
lesson of the savings and loan mess is that it is fatuous for society to depend 
on a regulatory framework whose successful operation demands repeated acts 
of selflessness by its top managers. Although top government officials are 
explicitly screened for public spiritedness, temptations posed by defects in 
regulatory incentives become increasingly hard to resist once a deposit 
insurance enterprise develops a capital shortage. 

In financial markets around the world, technological and political forces 
have forced decisions to deregulate entry on reluctant politicians and 
regulators. But markets have had a harder time forcing elected politicians and 
top regulatory officials to deregulate exit. Officials have a short-run 
reputational interest in retarding the exit of economically insolvent and 
inefficient firms when these happen to fall within their traditional client base. 
The principal-agent conflict this passes on to a country’s taxpayers depends 
on the degree of accountability public servants feel. 

Kane (2000a) shows that, in Asian crisis countries, Japanese banks (who 
have themselves been in continual crisis since the early 1990s) amassed the 
biggest pre-crisis positions and during crisis months beat the strongest retreat. 
The continued insolvency of major Japanese banks meant that banking 
policies and conditions in Japan created incentives for Japanese bankers to 
book extraordinarily high-risk loans at home and abroad (Kane, 2000a and 
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2000b). Even at year-end 1998, the exposure of Japanese banks in Indonesia, 
South Korea, and Thailand remained high. 

The expansion of foreign lending by insolvent Japanese banks was bound 
to squeeze the profit margins of host-country banks. Host-country profit 
margins and economic net worth were also steadily undermined by domestic 
political pressure for banks to make subsidized loans to politically selected 
economic sectors. To restore industry profit margins to a sustainable level, 
exits had to occur. Crisis became a political mechanism for some insolvent 
institutions to finally be closed or absorbed into stronger enterprises. 

SUMMARY IMPLICATIONS 



Economic analysis supports the view that incentive incompatibilities 
inherent in representative democracy make opportunistic government officials 
a source of financial instability. They control their reporting frameworks and 
they can generate personal and bureaucratic benefits in exchange for adopting 
suboptimal strategies of cover-up and forbearance. Officials are perennially 
tempted to distort information flows about the quality of their performance in 
the short run and to repeatedly delay market-structure adjustments that would 
serve taxpayers’ long-run interests. 

It is dangerous for taxpayers not to contractually counterbalance 
officials’ exposure to undisclosed side payments and lobbying pressure that 
might inappropriately persuade them to give government resources to crippled 
institutions. In crisis countries everywhere, longstanding systems for 
subsidizing inefficient loans to favored individuals imposed unbooked losses 
on their banking systems. Banking policies have been messy: marked by 
scandal, short-lived administrations, delays in making important decisions, 
and lack of transparency in decision-making processes. 

Nevertheless, the messy policies have lasted for years. The messes turned 
into banking and currency crises only when doubts began to surface about 
authorities’ willingness and ability to support the growing liabilities of their 
economically insolvent banking system. The savings and loan mess teaches us 
to view a regulation-induced banking crisis as the surfacing of tensions caused 
by the continuing efforts of zombie institutions to use the safety net to force 
the rest of society to pick up their unpaid bill for making bad loans. In the 
U.S., pressure to resolve the mess was triggered by silent runs that reflected a 
growing concern that taxpayers might resist paying the full value of 
conjectural government guarantees. 
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The wave of banking and currency crises splashing through Asia and 
Latin America is propelled by two trends. First, advances in information and 
communications technology are increasingly globalizing previously 
disconnected local banking markets and interconnected political markets for 
government subsidies. Second, the globalization of markets for banking and 
guarantee services is making it increasingly less costly for domestic 
corporations and wealthy investors to mount silent runs on a country's 
insolvent banks. 

When banking markets are globalized, services that provide regulatory 
benefits to bank customers are available from foreign as well as domestic 
suppliers. The greater is customer access to foreign suppliers, the more easily 
the struggle for net regulatory benefits in one country can spill outside its 
national boundaries to involve foreign banks and their home-country suppliers 
of financial regulation. 

Inadequate constraint on the pursuit of self-interest by government 
officials is the root cause of large taxpayer losses and continues to threaten 
countries with inappropriate supervision today. Financial deregulation did not 
cause the U.S. savings and loan mess. Nor has it caused recent Asian and 
Latin American crises. Financial deregulation may be defined as an 
unambiguous relaxation of the rules of financial services competition for all 
players. Modem crises are caused predominantly by corrupt de-supervision of 
the capital positions and risk exposures of insolvent and inefficient financial 
services firms. 

Public-service incentives need to be reworked to make it less attractive 
for authorities to help troubled deposit institutions to resist healthy exit 
pressure. Using data covering 61 countries in the years 1980-1997, Demirgug- 
Kunt and Detragiache (2000) show that deposit insurance perversely 
contributes to banking fragility in countries where institutional controls on 
incentive conflict are weak. Ideally, in every country managerial markets for 
the services of current and former government officials ought to reward rather 
than punish officials who protect taxpayer interests faithfully at the expense of 
having their reputations hammered by regulatory clients and their political 
allies. But to play this role, the press must be empowered to offer these labor 
markets much better information about the risks that banks and regulators take 
and when they take them. 




130 



Edward J. Kane 



REFERENCES 



Barth, James R. (1991). The Great Savings and Loan Debacle. Washington: 
The AEI Press. 

Brumbaugh, R. Dan Jr. (1988). Thrifts Under Siege. Cambridge, MA: 
Ballinger Publishing Co. 

Caprio, Gerard and Daniela Klingebiel (1999). “Episodes of Systemic and 
Borderline Financial Crisis,” Washington, D.C.: The World Bank, 
Financial Sector Strategy and Policy Development. 

Chang, Roberto and Andres Velasco (1998). “The Asian Liquidity Crisis” 
Cambridge, MA: National Bureau of Economic Research, Working 
Paper No. 6796. 

Christiansen, Hans (2001). “Moral Hazard and International Financial Crises 
in the 1990s,” Financial Market Trends. 78, March, pp. 115-139. 

Demirgu§-Kunt, Asli and Enrica Detragiache (2002). “Does Deposit 
Insurance Increase Banking System Stability?” An Empirical 
Investigation,” Journal of Monetary Economics. 49(7), October, 
pp. 1373-1406. 

Fischer, Stanley (2001). “Financial Sector Crisis Management,” Seminar on 
Policy Challenges for the Financial Sector in the Context of 
Globalization, Sponsored by the World Bank, IMF, and Board of 
Governors of the Federal Reserve System. Washington D.C., June 14. 

Garcia, Gillian (1998). “The East Asian Financial Crisis,” in G. Kaufman 
(ed.) Bank Crises: Causes, Analysis and Prevention, Research in 
Financial Sendees: Private and Public Policy, 10. Stamford, CT: JAI 
Press, pp. 21-32. 

Jensen, Michael and William Meckling (1976). “Theory of the Firm: 
Managerial Behavior, Agency Costs, and Ownership Structure,” 
Journal of Financial Economics. 3, pp. 305-360. 

Kane, Edward J. (1989). The S&L Insurance Mess: How Did it Happen? 
Washington: The Urban Institute Press 




Chapter 7 



131 



Kane, Edward J. (1993). “What Lessons Should Japan Learn from the U.S. 
Deposit Insurance Mess?” Journal of the Japanese and International 
Economies. 7, pp. 329-355. 

Kane, Edward J. (2000a). “Capital Movements, Banking Insolvency, and 
Silent Runs in the Asian Financial Crisis,” Pacific-Basin Finance 
Journal. 8, pp. 153-175. 

Kane, Edward J. (2000b). “The Dialectical Role of Information and 
Disinformation in Regulation-Induced Banking Crises,” Pacific-Basin 
Finance Journal. 8, pp. 285-308. 

Kane, Edward J. (2002). “Using Deferred Compensation to Strengthen the 
Ethics of Financial Regulation," Journal of Banking and Finance. 

White, Lawrence J. (1991). The S&L Debacle: Public Policy Lessons for 
Bank and Thrift Regulation. New York: Oxford University Press. 




132 



Edward J. Kane 



Charticle 5 Impact of Deregulation on Savings and Loans’ 
Commitment to Housing 

Home Loans as a Share of Savings and Loan Assets 1970-2000 




1970 1975 1980 1985 1990 1995 200 



Source: Board of Governors of the Federal Reserve, Flow of Funds 

The deregulation of the early 1980s was followed by a period of 
aggressive diversification as savings and loans made full use of their 
new powers. Not until the Tax Reform Act and the return of restrictive 
lending regulations in the form of FIRREA did home loans as a share 
of assets rise again. 
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The Anderson School of Management and Milken Institute Research 
Roundtable has provided a forum for revisiting the causes of the savings and 
loan "debacle” in the 1980s. Many contributing factors were cited, and the 
myth that it was all caused by savings and loan crooks was generally 
debunked. There was a general consensus that politicians contributed to the 
crisis with numerous policies inappropriate for a liberalized competitive 
financial system. But this is not news to U.S. economists. 

The distinguishing characteristic of the U.S. savings and loan experience 
is that the economic cost of this politicization eventually became quite large, 
and some of these costs were unavoidably transparently budgeted, giving rise 
to the subsequent political need for scapegoats. The distinguished economic 
commentators noted - but perhaps did not sufficiently emphasize - the 
irrelevance of this transparently budgeted cost - and hence political debacle - 
to the underlying economic debacle of the preceding politicization. This 
oversight leaves open the door to the charge that deregulation was the cause 
of the “debacle” rather than the cure. 

The lessons from the U.S. experience in housing finance are perhaps 
most relevant to policymakers in developing and converting economies 
seeking better housing to improve living conditions and higher rates of 
homeownership to promote political stability. Effective housing finance 
policies are of keen interest in these countries. Therefore, it is this dimension 
of the savings and loan “debacle” that I will address. 

BACKGROUND 



Savings and loans in the U.S. were an offspring of the British building 
and loan societies (usually simply called building societies) common 
throughout the Commonwealth countries. This model worked for several 
centuries in many places through a variety of economic environments. The 
financial environment of the era was generally competitive and open, albeit 
less competitive than the U.S. financial system today. Moreover, the industry 
generally relied on government only for a system of mortgage laws regarding 
contract enforcement. 

Unlike the Germanic mortgage bond system - the competing system of 
the era - this approach did not require highly developed capital markets, as 
savings were generated from within the building societies. Housing and 
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homeownership generally flourished under this system, within the means of 
the economy in which it operated. 

Building societies continued to flourish into the 21st century in Britain 
and Commonwealth countries. Today, they largely function as or have been 
merged into the commercial banking system. This is true of the U.S. savings 
and loan system survivors of the 1970s and 1980s “debacle” as well. 

This raises two related questions. First, why was the U.S. savings and 
loan experience of the 1970s and 1980s different, and second, were U.S. -style 
secondary mortgage markets a fortuitous backstop to the U.S. housing finance 
system, or a contributing cause of their demise? 

U.S. DIAGNOSIS: THE RISE AND FALL OF 
SAVINGS AND LOANS 



Savings and loans began as closed-end mutual societies, with members 
entering into savings contracts. Eventually, when the contract was fulfilled, 
they were promised a mortgage. As closed societies, they could set both the 
asset and liability rates to safeguard solvency. (Similar contractual schemes 
still exist in the Nordic countries.) A historically viable industry was provided 
government “assistance” for the first time during the 1930s and in subsequent 
years, which gave rise to the subsequent politicization and eventual collapse. 

The savings and loan (and building) societies proved to be effective risk 
managers prior to the Great Depression, which severely tested all components 
of the U.S. financial system. The absurdly high default and foreclosure rates 
were a major problem, bankrupting the entire mono-line private mortgage 
insurance industry. But, contrary to conventional wisdom, it did not bankrupt 
the savings and loan industry, which remained in significantly better shape 
than the commercial banking system on which it had relied for liquidity. 

As remains the case today, politicians of the time significantly 
underestimated their role in causing the crisis with poor macroeconomic and 
financial market policies and significantly overestimated their potential role in 
solving the crisis with public market interventions. Two public insurance 
scheme “cures” fundamentally altered the future path of the savings and loan 
industry, government sponsored deposit and mortgage insurance. These 
eventually gave rise to public regulation and competition, respectively. 

Savings and loans didn't need or want the deposit insurance and, 
believing that they would be forced to subsidize the premiums of much riskier 
commercial banks, they successfully opted out. Their victory was short lived, 
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however, as their own independent federal deposit insurance scheme was soon 
forced upon them, albeit with a much lower premium than paid to the 
commercial bank insurance system. Once savings and loan liabilities were 
insured, they evolved in this environment to become increasingly money-like, 
indistinguishable from those of commercial banks. Their hard-won victory for 
“independence” may have been a source of their ultimate demise, as the 
banking system was later to reject their membership for the same reason the 
savings and loans had resisted membership in the bank insurance fund. 

With deposit insurance came regulation, initially of the prudential variety 
but inevitably political. Knowingly imprudent politically motivated 
regulations on asset and liability design and pricing, branching, and other 
business activities were imposed. Commercial bankers were also subjected to 
imprudent regulations, but not nearly to the same extent, reflecting the 
politically tantalizing savings and loan specialization in home mortgage 
lending. The most striking regulatory difference relates to the prohibition on 
adjustable-rate mortgage lending imposed only on federally charted savings 
and loans, which forced them to borrow short and lend long. Congress 
“funded” this imprudence with tax subsidies and protective regulation. 
(Parenthetically, the tax subsidy made it virtually impossible to exit the 
savings and loan business.) 

The introduction of federally sponsored mortgage insurance met with 
less industry resistance, perhaps because there were no private mortgage 
insurance survivors to oppose it. The federally sponsored Federal Housing 
Administration (FHA) was able to insure loans that potential new private 
entrants could not because it re-introduced the 30-year self-amortizing 
mortgage. This solved the household liquidity problem inherent in balloon 
payment mortgages, but ignored the fact that there were few potential 
investors for a 30-year credit instrument in this economic environment. 
Policymakers attempted to address this problem by proposing a federally 
sponsored investor. 

The savings and loan industry recognized the early proposal to create a 
Federal National Mortgage Association (Fannie Mae) for what it really was, a 
government housing bank, and opposed the legislation on grounds that this 
represented unfair competition to private lenders. The political opposition of 
the time engendered charter restrictions that limited Fannie Mae activities to 
those of a pure broker-dealer, and promised subsequent privatization. This 
industry victory, like the previous deposit insurance victory, proved Pyrrhic. 

FHA has for the most part stuck to its initial mortgage insurance mission, 
although federal “sponsorship” evolved into protection when the fund 
eventually became insolvent in the 1990s, and the revived competitive private 
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mortgage insurance industry made FHA unnecessary and counter-productive. 
Rather than liquidate it, the federal government reorganized it. FHA insures 
diversifiable risks, so the subsidy tends to be contemporaneous and hence 
transparent, whereas the federally sponsored housing banks - euphemistically 
referred to as secondary market agencies - underwrite non-insurable systemic 
risk, the costs of which are more opaque. This subsidy and the other benefits 
of agency status confer significant advantages over private competitors. As a 
result, these government-sponsored intermediaries have developed a virtual 
monopoly on mortgage market intermediation within their legislatively 
prescribed market share. 

Competing budget pressures in the 1960s produced deficits and increased 
oscillation of interest rate cycles in the 1970s and early 1980s and eventually 
inflation and the subsequent skyrocketing of interest rates. This significantly 
raised the cost of imprudent savings and loan regulations, particularly the 
forced maturity mismatch of federal savings and loans. At the same time, the 
prior tax benefits were being scaled back, and the relatively greater benefits 
granted to the federal housing banks squeezed the spreads available to 
mortgage market intermediation. These policies rendered much of the savings 
and loan industry technically bankrupt. 

The same technical bankruptcy condition existed in the commercial 
banking industry, although the cause was more industry folly in Latin 
America than financially imprudent regulation. The Federal Reserve System 
has both the power and responsibility to protect the commercial banking 
system from bad macroeconomic policies leading to inflation and financial 
market instability, and it used these powers to protect large banks (and itself) 
from these risks, and their business follies as well. 

While it had the power to protect the savings and loan industry from the 
combination of politically imprudent regulation and macroeconomic 
mismanagement, it was bureaucratically inclined in the opposite direction. 
The separately insured savings and loan industry remained outside the Fed’s 
responsibility and regulatory reach, even though it issued money-like 
deposits, and the banks resisted their conversion and entry to the bank 
insurance system. Killing the industry was preferable to saving it from the 
Fed’s policy and bureaucratic perspective, and the government sponsored 
enterprises (GSEs) - one of which was also deeply technically insolvent - 
could insulate the mortgage market from the savings and loan failure, 
mitigating political concerns. 

The savings and loans were encouraged to “grow out of the problem” on 
their own by making primarily risky commercial real estate loans. This could 
work for a single institution, but not for an entire industry. Moreover, unlike 
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mark-to-market losses due to interest rate risk (or the commercial bank losses 
on Latin American loans), credit losses on bad real estate had to be 
transparently booked, ultimately leaving regulators no alternative to closure. 
While the industry’s prolonged agony and noisy death rattle was 
unfortunately not in the quiet opaque central banking tradition, the eventual 
outcome for the most part met the policy objective of merging the survivors 
into the publicly insured and regulated commercial banking system. 

U.S. PROGNOSIS: GSE DOMINANCE 



Mortgage capital markets in the U.S. predate the secondary mortgage 
market GSEs; in fact, mortgage bonds are said to have first appeared in 
Hungary about 300 years ago. The U.S. mortgage finance system remains a 
mix of deposit and capital market funding. It is difficult to say what the 
optimal mix would be without the GSE distortions. Given the large size of the 
U.S. capital markets today, it is likely that this market would have continued 
to grow along side the savings and loan industry. Indeed, there is a large U.S. 
mortgage capital market today for the segment not served by the GSEs. Hence 
the purported discrete policy choice between a retail savings and loan and 
wholesale capital mortgage market approach is artificial: each will develop in 
conjunction with the growth of financial markets generally, reflecting their 
relative competitive advantages. 

During the conference, Robert Van Order of Freddie Mac (the other 
mortgage GSE) described the existing GSE approach as a “second best” 
system for the mortgage market. This characterization is generally accurate 
on average. It is perhaps the best of all possible systems for GSE management 
and shareholders and for politicians, who take credit for the availability of 
mortgage credit without the risk and accountability, and perhaps among the 
worst of all possible systems for the general public, which bears the risk 
without the control or compensation. 

What have we learned? The current GSE policy structure has proven 
politically durable. Legal charter restrictions are easily (and universally) 
ignored by national and international GSEs pursuing politically popular 
agendas. Partial privatization reduces the transparency of the costs, increasing 
political popularity. 



'Editors’ note: Details of the discussion of GSEs that occurred at the Anderson School of 
Management and Milken Institute Research Roundtable can be found in the Conference 
Proceedings in this volume. 
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PRESCRIPTION FOR OTHER COUNTRIES 



The early experience of the U.S. deposit funded mortgage finance system 
suggests that a legal system of mortgage contract enforcement (and the 
associated property titling infrastructure) is both a necessary and sufficient 
condition for a viable, competitive mortgage finance industry. The caveat is 
that sufficiently bad and unpredicted macroeconomic and financial market 
policies can threaten the viability of any pre-existing financial system. 

The situation in most developing and converting economies is a demand 
for mortgage credit that far exceeds the potential for surplus capital market 
savings. Hence housing finance schemes tied to retail savings deposits offer 
the only alternative. The uninsured contractual savings schemes (like the early 
savings and loans) that do not create a “moral hazard” for the government 
may be appropriate in some economies where savings are scarce and financial 
intermediation is underdeveloped. 

The introduction of deposit insurance and prudential regulation subjects 
a retail savings-based system of housing finance to the potential for politically 
motivated populist regulation and protection. Subsequent deregulation and 
removal of these protections — motivated by the increasingly high economic 
costs — may leave the mortgage lending industry exposed and unprotected if it 
remains outside the central bank’s purview. Moreover, politicians will likely 
oppose liberalization if the deregulation process makes the economic cost of 
the previous regulated regime transparent. Hence it is preferable to develop 
deposit funded mortgage finance within the commercial banking sector, and 
any pre-existing specialized deposit funded mortgage finance industry should 
be merged into the commercial banking system prior to deregulation. 

For countries with a sufficiently well-developed commercial banking 
system, bank deposits are an acceptable source of housing finance within 
certain limits. First, prudential regulations need to appropriately reflect the 
liquidity, credit and interest rate risks of mortgage lending. Second, the 
liquidity risk cannot be transferred to households by excessively shortening 
the maturity with balloon payments. 

One way to address the potential systemic liquidity risk of commercial 
bank long-term adjustable-rate mortgage lending is for the central bank to 
discount mortgages directly and proactively. This policy runs the risk of using 
the central bank’s pricing advantage as a tool of credit allocation. But unlike 
the directed credit national housing bank approach, the costs remain in public 
control and do not undermine private competition. When implemented along 
the lines of the Cagamas in Malaysia modeled after the Federal Home Loan 
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Banks in the U.S., (i.e., with strict haircuts and full recourse to the lending 
bank), this approach appears to be the least distorting to private market 
competition. 

U.S. -style secondary markets are not a model to emulate for several 
reasons. First, few developing or transitioning countries — South Africa is a 
notable exception — have significant capital market surpluses available for 
housing finance. While public policy in these countries should not inhibit the 
introduction of mortgage capital market instruments to attract these funds, the 
public sponsorship of mortgage credit intermediaries is unnecessary and likely 
counterproductive. Public sponsorship of intermediaries is not an appropriate 
mechanism to compensate for a weak legal infrastructure and/or a financial 
environment not conducive to long-term mortgage finance. 

Moreover, public sponsorship of credit intermediaries is a one-way street 
to directed credit. No matter how well such institutions are initially designed 
and legally restricted to assisting and promoting competitive private sector 
development, their political appeal will likely insure their survival at the 
expense of potential private competitors. If a government-directed credit 
scheme is introduced as a long-run solution in a financial system intending to 
remain repressed, it should function as an arm of the Treasury and be 
budgeted and controlled accordingly. 

CONCLUSIONS 



The appropriate government role in providing housing depends on 
country-specific circumstances, and there is no one-size-fits-all policy 
prescription. The extent to which homeownership contributes to social 
stability will also vary among countries, and its priority should be an open 
policy issue. Within these caveats, there are appropriate public policies to 
foster a competitive housing finance system. 

What lessons should policymakers in other countries draw from the U.S. 
savings and loan experience? 

Often, the advice of U.S. and international consultants is to avoid the 
U.S. experience with the savings and loan industry, which attracts crooks as 
owners and managers and/or requires regulation and protection. The 
alternative is to emulate the U.S. style secondary mortgage markets , which 
are credited with the success of U.S. homeownership rates. This advice misses 
the mark in several ways. 
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First, the system of deposit funded mortgage finance worked well for 
centuries, until it was excessively politicized. Subsequent financial market 
liberalization and deregulation - while producing net economic benefits - 
makes the costs of this politicization transparent in potentially uncontrollable 
and politically embarrassing ways. 

Second, the U.S. system is not a secondary market, but a primary market 
directed credit scheme. The publicly sponsored housing bank approach has 
significant economic costs, and also runs the risk of subsequent transparent 
failure and political embarrassment. In addition, this approach is a one-way 
street, as subsequent “privatization” will prove to be superficial and 
counterproductive to financial market liberalization. 

Fundamentally sound macroeconomic, tax, legal and regulatory policies 
that promote a private competitive housing finance system may offer the 
greatest long run political as well as economic benefit. Competition from 
foreign banks will stimulate domestic banks to enter this market, as Citibank 
has demonstrated in Malaysia and elsewhere. Public policy short cuts and 
detours will likely prove counterproductive to a competitive mortgage finance 
system in the longer run. 
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Social problems such as the crisis in the savings and loan industry 
involve an infinity of detail that is virtually incomprehensible to average 
persons. Indeed, even those technical experts most familiar with 
developments can hardly keep track of the extensive roster of problem savings 
and loans and their owners and staffers, as well as the innumerable accounting 
decisions and issues under litigation. The sheer scale of events and their 
intricate interrelationships can cause confusion and bewilderment. 

Because human beings have a deep need for a sense of meaningful order, 
however, they have devised ways of making even the most complex problems 
comprehensible. One fundamental strategy is to convert selected details of 
perceived problems into stories involving central characters, plots and 
subplots, and concluding morals that affirm societal values and provide 
guidance for future conduct. Such stories are analogous to statistical “numbers 
crunching” procedures that reduce vast data sets to comprehensible statements 
of significant findings. Many types of stories are possible and the same social- 
problem data can be converted into numerous tales, some complementary and 
some irreconcilable. Those stories intended to represent and epitomize 
perceived widespread problems will be referred to here as “landmark 
narratives” (Nichols, 1997). Such narratives have a complex temporal 
orientation: they make sense of present problems; provide guidance for future 
behavior; and serve as vehicles for history or “collective memory” (Schudson, 
1993). 

A few examples will help clarify the concept and highlight some of the 
nuances involved in the construction and maintenance of landmark narratives. 
For instance, many defective products were manufactured and marketed 
during the last half of the twentieth century, but the Ford Pinto subcompact 
automobile has attained a special prominence in collective memory, largely as 
a result of the tale of “Pinto madness” (Dowie, 1977). In the same way, there 
has been a multitude of recent political scandals, but the Watergate affair 
towers above them all in collective consciousness, largely as a consequence of 
the story of “all the President’s men” (Woodward and Bernstein, 1974). At 
present, the country is troubled by revelations of accounting abuses that have 
plunged major corporations into bankruptcy and have cost thousands of 
employees their jobs, while causing serious losses for investors. Because of 
our shared need to make sense of this problem, it is likely that one of the cases 
involved (e.g., Enron or WorldCom) will become the object of a new 
landmark narrative. In other words, the maintenance and modification of 
social orders involves the continual creation of special tales of good and evil 




146 Lawrence T. Nichols and James J. Nolan, 111 

that serve as guideposts, especially in times of intensive conflict and rapid 
change. 

The social process by which landmark narratives emerge, gain credibility 
and attain special status, however, is not yet well understood. One major 
prerequisite seems to be extensive coverage of certain cases in mass media 
(Herman and Chomsky, 1988; Bagdikian, 1990; Barak, 1995) and in popular 
culture (Nichols, 1999), as well as in other outlets (e.g., professional and 
disciplinary media). For instance, the story of nuclear power whistleblower 
Karen Silkwood received wide coverage in newspapers and on television, and 
subsequently became the object of a popular biography and a movie, 
eventually emerging also as a frequently cited case in such professional and 
disciplinary media as textbooks in criminology, criminal justice and business 
ethics (e.g., Rashke and Bronfenbrenner, 2000). Yet publicity by itself does 
not guarantee landmark status. Indeed, the vast majority of highly publicized 
cases do not become landmarks. In order for a particular case to acquire 
special status, it must first be distinguished from other candidates and become 
the object of claimsmaking that imbues it with characteristics suitable for an 
exemplar (Surrette, 1992; Potter and Kappelev, 1998). 

Some cases seem to attain landmark status largely on the strength of two 
basic elements of effective narrative: colorful characterization and engrossing 
plot With regard to characterization, narratives may become especially 
memorable because of the presence of inspirational heroes and despicable 
villains that dramatize the social values involved. Thus, New York City 
detective Frank Serpico became the heroic figure in a tale of personal 
resistance to organizational corruption that was communicated through both a 
bestselling biography (Maas, 1973) and a successful Hollywood film. 
Interestingly, the distinctive stature of the Serpico narrative was reaffirmed 
quite recently, when Serpico himself accepted an invitation to return to New 
York and speak to police recruits. In parallel fashion, cases may ascend to 
landmark status via the appeal of fascinating villains, such as Ted Bundy who. 
became the most recognizable image of the serial killer (Rule, 1981). Bundy 
exhibited a dual persona: he was an articulate, soft-spoken, seemingly 
trustworthy lawyer involved in conservative political causes; and yet he 
kidnapped and viciously killed young women and even a twelve-year-old girl. 

With regard to plot, some tales have a powerful appeal because of 
complex twists and turns of events that make for suspenseful reading and 
viewing. In the case of Watergate, public interest suddenly increased 
following a letter from a defendant to a federal judge alleging perjury and an 
official cover-up. This revelation led to a highly publicized inquiry by a 
special committee in the U.S. Senate that uncovered the existence of a secret 
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taping system in the White House. As testimony about abuses proliferated, a 
special prosecutor was appointed, only to be fired by President Nixon in an 
event nicknamed “the Saturday Night Massacre.” Eventually, an incident that 
had been dismissed as a “third-rate burglary” led to a full-scale impeachment 
inquiry and the resignation of a president. 

In some narratives, colorful characters and engrossing plots have a 
powerful combined effect. Thus, the Watergate story features not only an 
intricate plot but also the fascinating character of Richard Nixon, a 
contradictory figure at once the champion of law and order and a cynical 
evader of legal rules. Nixon was a political rationalist who masterfully 
engineered a landslide electoral victory and improved relations with the major 
adversaries of the U.S., but also simultaneously an irrational paranoid 
schemer whose hatred of perceived enemies led to his own destruction. 
Aligned against Nixon were several appealing figures: Senator Sam Ervin 
who combined a folksy style with a Harvard law degree; John Dean, a co- 
conspirator endowed with a photographic memory; and junior reporters Bob 
Woodward and Carl Bernstein who pursued the story when no one else 
would. 

Even engaging characters and engrossing plots, however, do not ensure 
that a case will become a special symbol and guide for the future, for claims 
about cases may fail to persuade audiences. For instance, in the late 1980s 
some critics asserted that the Iran-Contra affair was actually a far more 
serious abuse of power than Watergate. The Iran-Contra case offered an array 
of memorable characters, especially the enormously popular President Ronald 
Reagan and the ardent patriot and chief witness Lt. Colonel Oliver North. At 
the same time, the case provided a plot even more intricate than that of 
Watergate. Nevertheless, for reasons that are not entirely clear, the American 
public has chosen to believe the morality play about Nixon’s political 
arrogance while rejecting a similar tale about Reagan (Walsh, 1998). 

Explaining the emergence and durability of landmark narratives therefore 
requires a sociology of credibility. One key element enhancing credibility is 
the activity of official bodies that conduct investigations of problems and 
make authoritative pronouncements about them, especially in such forms as 
the final reports of committees and special commissions (Nichols, 1991). 
Thus, the Senate Watergate Committee told the tale of abuses by the Nixon 
administration, which in turn became material for the impeachment 
investigation by the House Judiciary Committee. The Knapp Commission on 
police corruption placed on record an official story of Serpico. In earlier 
decades, the U.S. Department of Justice authored the tale of “atomic spies” 
Julius and Ethel Rosenberg. The McClellan Committee of the U.S. Senate 
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assembled an influential narrative about the menace of “La Cosa Nostra” 
crime families. All these official tellings became orthodox accounts of 
contemporary problems. 

Such orthodoxy, however, is always vulnerable, because credibility 
fluctuates over time in ways that cannot be predicted. Perhaps the best 
example is the Warren Commission’s narrative about the assassination of 
President John F. Kennedy by a lone gunman with strong pro-Communist 
sympathies. For a time this explanation was widely accepted, but today the 
Warren Commission’s version of events fails to persuade many Americans. 
Indeed, the story of the lone assassin is often ridiculed in such phrases as “the 
magic bullet” (Lane, 1966). Two competing narratives have emerged: (1) 
conspirators within the federal government killed the president; and (2) 
organized crime groups carried out the assassination. 

The remainder of this paper will apply the concepts described above to 
the events of the savings and loan industry crisis of the late 1980s. Data will 
be presented to support the assertion that the case of Lincoln Savings and 
Loan has become a landmark narrative epitomizing alleged abuses and 
criminal violations, and that Charles H. Keating has emerged as the archetypal 
villain of the Savings and Loan Affair. The analysis will focus on two 
processes that set the Lincoln case apart: coverage in mass print media, and an 
official investigation by the Committee on Banking, Finance and Urban 
Affairs of the U.S. House of Representatives. The claims making activities of 
both the media and the congressional committee are in fact closely linked. 
Publicity about Lincoln was an important reason for its scrutiny in the House, 
and the public hearings became occasions of further negative publicity about 
both Lincoln and Keating. 

Both the media organizations and the congressional investigators were 
compelled to make choices that shaped their final portraits of events. These 
included decisions about headlines, placement of articles, and amount of 
space to expend on coverage (Molotch and Lester, 1974; Tuchman, 1978; 
Gans, 1980). There were likewise crucial choices about how to organize 
public hearings (Dash. 1976; Cohen and Mitchell, 1989), which witnesses to 
call, and in what order. In both published articles and public hearings, 
moreover, it was necessary to credit certain versions of reality while rejecting 
other plausible narratives. Simultaneously, however, the media organizations 
and congressional inquisitors worked to protect their credibility by 
reaffirming their commitments to fairness and rules of evidence. The analysis 
below will examine the selectivity and artfulness of these practical 
accomplishments that set the Lincoln case apart from hundreds of others in 
the savings and loan industry. 




Chapter 9 

MASS MEDIA COVERAGE OF LINCOLN 
SAVINGS AND LOAN 



149 



By far, the story of Lincoln Savings received more attention in major 
U.S. newspapers than any of the other failed savings and loans. One could 
surmise that this was because of the size of the savings and loan or the 
excessive cost to taxpayers to resolve, A Lexis-Nexis search 1 of the top fifty 
newspapers in the U.S. revealed that the size and cost may only be part of the 
story. For example, between 1986 and 1989 (when congressional hearings 
began), there were 205 news stories printed about Lincoln Savings. This is 
more than four times higher than the second most reported savings and loan, 
American Savings and Loan of Stockton, California. American Savings and 
Loan was both the largest failed savings and loan (in terms of its total assets) 
and the most costly (in terms of the total resolution costs). American’s assets 
were more than six times larger than Lincoln’s, and the resolution of 
American’s failure cost taxpayers more than twice the amount of Lincoln’s 
resolution. 

Table 1 provides a more detailed picture of the relationships among 
failed savings and loans, by listing the ten most costly cases. For each, there is 
also a tabulation of newspaper articles in the periods 1986-1989 and 1990- 
1995. 

As the table indicates, although Lincoln was only the fourth most costly 
resolution, it received coverage in 601 news articles, or nearly nine times as 
many as the 68 articles devoted to the most costly case, American Savings 
and Loan. Indeed, the other nine cases taken together were the subject of only 
230 articles. For the entire period of 1986 to 1995, Lincoln was featured in 
seventy-two percent of stories about the ten largest failed savings and loans. 
In the earlier phase, 1986 to 1989, Lincoln was the focus of 205 out of 312 
news stories, that is, sixty-five percent. In the later phase, 1990 to 1995, this 
proportion increased to 396 out of 519 articles, or seventy-six percent. 



1 We searched the Lexis-Nexis General Database of Major Newspapers (the top 50 in the 
United States) during two time periods. The first was 1986 to 1989, up to the start of the 
congressional hearings. The second period was 1990 to 1995, that is. during and after 
congressional hearings on the savings and loan crisis. Search terms included the name of the 
savings and loan, along with location within three words “AND S&L” with any of the 
following words in the same sentence: crisis, scandal, debacle "OR” failure. Searching with 
additional conditions eliminated articles about the savings and loan that did not pertain to the 
savings and loan scandal. 
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Table 1: Newspaper Coverage of the Ten Most Costly Savings and Loan Failures 



Institution 


Location 


Resolution 

Costs 

(millions) 


Assets* 

(millions) 


Newspaper 

Articles 

1986-1989 


Newspaper 

Articles 

1990-1995 


American Savings 
& Loan 


Stockton, 

CA 


$5,751 


$33,841 


48 


20 


SunbeltSavings 
& Loan 


Dallas, TX 


$3,788 


$2,214 


18 


24 


Gibraltar Savings 
Association 


Houston, 

TX 


$2,875 


$6,398 


12 


2 


Lincoln Savings 


Irvine, CA 


$2,661 


$5,374 


205 


396 


First Texas 
Savings Association 


Dallas, TX 


$2,545 


$2,920 


10 


2 


University Federal 
Savings Association 


Houston, 

TX 


$2,545 


$3,762 


8 


5 


Western Savings & 
Loan Association 


Phoenix, 

AZ 


$2,273 


$6,467 


1 


41 


Guaranty Federal 
Savings & Loan 


Dallas, TX 


$2,131 


$1,961 


3 


11 


Lamar Savings 
Association 


Austin, TX 


$2,018 


$$1,919 


5 


5 


San Jacinto Savings 
Association 


Houston, 

TX 


$1,795 


$2,228 


2 


13 



* Assets at time of takeover for RTC resolutions and at time of resolution for FSLIC 
transactions. 



Sources: FDIC, Managing the Crisis: The FDIC and RTC Experience 1980-1994 and Lexis- 
Nexis 



Table 2 identifies the top ten failed savings and loans according to total 
assets. Lincoln Savings and Loan had assets approximately $1.1 billion below 
the tenth largest institution and is therefore not included in this listing. 
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Table 2: Newspaper Coverage of the Ten Largest Savings and Loan Failures 



Institution 


Location 


Resolution 

Costs 

(millions) 


Assets* 

(millions) 


Newspaper 

Articles 

1986-1989 


Newspaper 

Articles 

1990-1995 


American Savings 
& Loan 


Stockton, 

CA 


$5,751 


$33,841 


48 


20 


HomeFed Bank 


San Diego, 
CA 


$1,256 


$12,886 


1 


56 


Gibraltar Savings 
Association 


Simi 

Valley, CA 


$777 


$12,313 


2 


21 


Franklin Federal 
Savings Association 


Ottawa, KS 


$118 


$10,543 


0 


1 


City Savings Bank 


Somerset, 

NJ 


$1,759 


$10,228 


0 


8 


Imperial Federal 
Savings Association 


San Diego, 
CA 


$696 


$9,395 


0 


5 


Great American 
Federal Savings 
Association 


San Diego, 
CA 


$1,231 


$9,214 


17 


9 


Empire Federal 
Savings Bank 


Buffalo, 

NY 


$1,567 


$8,050 


2 


4 


CenTrust Bank 


Miami, FL 


$1,281 


$7,765 


21 


161 


Western Savings & 
Loan Association 


Phoenix, 

AZ 


$2,273 


$6,467 


1 


41 



* Assets at time of takeover for RTC resolutions and at time of resolution for FSLIC 
transactions 



Sources: FDIC, Managing the Crisis: The FDIC and RTC Experience 1980-1994 and Lexis- 
Nexis 



Even in this ranking there is a significant disparity between the amount 
of assets and the amount of news coverage. The ninth largest savings and 
loan, CenTrust Bank, was the focus of 182 stories, or more than twice the 
number devoted to the largest failed institution, American Savings and Loan. 
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Interestingly, many news stories about failed savings and loans presented 
these cases as part of a story about Lincoln Savings. For example, the 
following report from the Los Angeles Times was uncovered during a search 
for Imperial Federal Savings Association (the sixth largest failed savings and 
loan): 



Lincoln Savings & Loan, the Irvine-based thrift that has become a 
symbol of the nation’s savings and loan debacle, was put up for sale 
Friday by federal authorities. ... Once owned by Charles H. 
Keating, Jr., Lincoln was one of 18 failed savings and loans put on 
the block by federal Resolution Trust Corp., the agency formed last 
year to clean up the S&L mess. Also put up for sale was Imperial 
Federal Savings Assn ... the largest failed thrift in the state. (Los 
Angeles Times, November 3, 1990). 



A spin-off story about high-level political improprieties may have served 
to propel Lincoln further toward landmark status. In 1987, five U.S. Senators 
allegedly put pressure on federal regulators to “go easy” on Charles Keating, 
who had been a major contributor to their election campaigns. 2 In the press, 
the Senators became known as “the Keating Five,” and they were mentioned 
as such in 432 news articles in major U.S. papers between 1988 and 1990. 

The congressional investigation of the savings and loan scandal was a 
major press event in itself. Between October 1989 and March 1990, the six 
public hearings generated 38 news stories in major U.S. papers. Twenty-one 
of these mentioned Charles Keating, while 27 mentioned Lincoln Savings. 



THE CONGRESSIONAL INVESTIGATION OF 
LINCOLN SAVINGS AND LOAN 



One of the crucial events that set the Lincoln case apart was an 
investigation conducted by the Committee on Banking, Finance and Urban 
Affairs of the U.S. House of Representatives (hereinafter House Banking 
Committee). This inquiry extended from October 1989 to March 1990 and 
involved six public hearings at which witnesses testified. Published transcripts 
and related documents from these hearings totaled more than four thousand 
pages. No comparable official record has been produced by Congress for any 
other savings and loan case. 



2 The five Senators were Dennis DeConcini and John McCain of Arizona, Alan Cranston of 
California, John Glenn of Ohio, and Donald Riegle of Michigan. Charles Keating allegedly 
donated nearly $1.5 million to these officials. 
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From the perspective of interpretive sociology, congressional 
investigations may be understood as sense-making practices that generate 
official versions of events (Bogen and Lynch, 1989; Nichols, 1990, 1991). 
The inquisitors on such committees possess the legal power (via subpoena) to 
compel witnesses to appear and to obtain a wide variety of documents (e.g., 
correspondence, financial records). In preparation for public hearings, 
members of the staff of investigating committees undertake extensive research 
and organizational work, including the examination of potentially relevant 
documents and interviews with possible witnesses. A process of screening and 
filtering that is not visible to the general public takes place. On the basis of 
these preparatory activities, a series of hearings may be scheduled on a set of 
related topics. Such schedules may reflect an underlying strategy on the part 
of a committee, which may desire to establish particular facts in a particular 
sequence. Inquiries thus have dramatic, even choreographed features, and 
investigating committees may give the appearance of discovering during 
hearings certain versions of events which they already believe to be true 
before the first witness is called. As will be seen, by the time that witnesses 
favorable to Lincoln and Keating appeared, the House Banking Committee 
had committed itself to a condemnation of both the savings and loan and its 
owner. 

At public hearings, members of congressional committees have 
opportunities to advance particular definitions of events (Nichols, 1990). They 
may do so, first, through opening statements that articulate what has been, or 
will be, established in testimony. Committee chairs sometimes restrict the 
number of statements read aloud, but committee members have the right to 
submit written statements that are incorporated into the record of hearings. A 
second important technique that promotes favored definitions is the direct 
questioning of witnesses. A third device is the submission of materials by 
inquisitors for the published record of hearings. Persons who testify likewise 
make opening statements and offer materials for the record, but they cannot 
interrogate the congressional investigators. 

Under the rules of Congress, each committee has representation that is 
proportioned among members of political parties according to the results of 
the most recent national elections. The chair of each committee is from the 
majority party in the respective House of Congress. The minority party's 
major representative is its “ranking member,” that is, the member with the 
longest continuous service on the committee. Ranking members sometimes 
function as virtual co-chairs, which may promote unanimity in final reports. 
The chair of an investigating committee, its majority faction (i.e., either the 
majority party members or an inter-party alliance), and the ranking minority 
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member enjoy the greatest power to shape official definitions. Chairs also 
have such privileges as recognizing questioners, granting additional time for 
interrogation, and even ruling members out of order. 

A crucial aspect of public hearings is the transformation of information 
into officially credited evidence. A letter, for example, is changed from a bit 
of routine business correspondence into an official exhibit that has 
significance for a particular reading of events. In some cases, such items are 
designated as “smoking guns” that prove culpability. The conversion of 
mundane data into evidence has a dramatic and ritualized aspect that is 
reflected in oaths sworn by witnesses, as well as the insignia of office on final 
reports. Hearings are thus organized as “certification ceremonies” that 
authoritatively establish evidence-based interpretations of events (Nichols, 
1991). 

Narrative Element One: “Regulatory Failure” and “Looting” 

The above considerations are helpful for understanding how the Lincoln 
case emerged as a landmark narrative. An initial hearing (October 12, 1989) 
involved only a vote authorizing the issuance of subpoenas to prospective 
witnesses. Analysis of the second hearing (October 17, 1989), however, 
reveals an evident alliance among three key participants: committee chair, 
Rep. Henry Gonzalez (D - Texas), ranking minority member Chalmers Wylie 
(R - Ohio), and witness William Seidman, chairman of the Federal Deposit 
Insurance Corporation (FDIC). Each of these participants leveled serious 
accusations against Lincoln Savings and Loan, and characterized Lincoln as 
the most egregious offender in the savings and loan industry. 

In an opening statement. Chairman Gonzalez entered into the official 
record a summary narrative of the case that emphasized regulatory failure as 
well as the cost of the Lincoln case to U.S. taxpayers. Gonzalez also accused 
the chief federal savings and loan regulator, Danny Wall, of favoritism toward 
Lincoln because of Wall's earlier decision to set aside the results of a 1986 
examination of Lincoln by the San Francisco regional office of the Federal 
Home Loan Bank Board (FHLBB). As a warrant for the committee’s focus on 
Lincoln, Gonzalez asserted that, “A $2 billion mistake surely requires a full 
explanation ... about why the ‘cops on the beat’ were pulled off’ (House 
BankingCommittee, 2 nd Hearing, p. 10), 

Ranking member Wylie echoed these concerns, characterizing Lincoln as 
an unsound savings and loan that had strayed from its original mission of 
making home loans. To Wylie, Lincoln was “a rogue elephant run amok” and 
’’the ultimate in high flyers.” He asserted that the purpose of the committee’s 
inquiry was to 
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... find out why Lincoln was able to stay in business so long. And 
why so many unusual regulatory moves were made to treat Lincoln 
differently than other institutions. It now appears that the problems 
at Lincoln were known for years (House Banking Committee, 2 nd 
Hearing, p. 12). 



Wylie concluded that the committee had “a responsibility to see that 
another Lincoln is never allowed to happen again.” 

Witness William Seidman next read an opening statement that portrayed 
Lincoln as a failed business in which an inner circle of executives had 
engaged in numerous abuses, some of them criminal. By Seidman’s estimate, 
Lincoln had been insolvent in the amount of $800 million at the time it was 
placed in conservatorship (April 1989). As head of the FDIC, Seidman also 
oversaw the Resolution Trust Corporation (RTC), which was handling the 
savings and loan cleanup. Importantly, at the time of the hearing the RTC was 
involved in litigation against Lincoln. As Seidman noted: 

On September 1 5 th , the RTC, acting as conservator for Lincoln, 
filed a lawsuit against Charles H. Keating, Jr. and other corporate 
officers and insiders charging that they devised a number of 
complex and interrelated schemes to divert assets of Lincoln to their 
personal benefit, ultimately contributing to Lincoln’s insolvency 
(House Banking Committee, 2 nd Hearing, p. 16). 



In this way, a party to a lawsuit against Lincoln was allowed to enter its 
version of events into the official record without rebuttal by other litigants. In 
fact, a copy of the RTC’s full legal brief was placed in an appendix. 

The Banking Committee treated Seidman’s testimony as an accurate 
factual summary of the Lincoln case. Gonzalez remarked at one point, ‘‘What 
I am trying to bring out is how the looting was done” (House Banking 
Committee, 2 nd Hearing, p. 25). In the same vein. Rep. Jim Leach (R-Iowa) 
commented: “If the projection of the Government losses of this institution are 
valid, we are looking at the biggest bank heist in history” (House Banking 
Committee, 2 nd Hearing, p. 31). 

Several times, members of the Banking Committee asked Seidman and 
three of his staffers whether they knew of any cases comparable to Lincoln. 
Thus, Rep. Leach inquired whether there were other instances where a savings 
and loan dissatisfied with a regional regulator successfully requested a 
different regulator. In response, both Seidman and his associate Paul Fritts 
said they could not cite a comparable case. Rep. Doug Barnard (D-Georgia) 
asked whether any of the 251 institutions then in conservatorship displayed a 
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pattern of insider abuse and fraud similar to that at Lincoln. William Roelle 
replied: “we have not found any that had quite the impact that Lincoln had” 
(House Banking Committee, 2 nd Hearing, pp. 34-35). These exchanges had 
the effect of isolating Lincoln as the most egregious offender. 

One committee member. Rep. David Dreier (D-California) raised the 
possibility of an alternative explanation: perhaps a downturn in the real estate 
market, rather than fraud and insider abuse, had caused Lincoln to fail. The 
FDIC’s Seidman, however, quickly rejected this competing narrative: 

The basic problem was that the institution was being mismanaged 
in a fraudulent way and taking risks that were inappropriate .... 

Those risks came home when the real estate values plunged (House 
Banking Committee, 2 nd Hearing, p. 58). 



Narrative Element Two: Preferential Treatment of L incoln by 
Regulators 

The third hearing (October 31, 1989) continued the process of 

stigmatizing Lincoln Savings and Loan and defining it as representative of the 
worst abuses. Crucial to this outcome was an apparent alliance between 
congressional inquisitors and nine technical experts who had been involved in 
the examination of savings and loans at either the federal or state level. 
Testimony focused on examinations of Lincoln by the Federal Home Loan 
Bank Board (FHLBB) in 1986 and 1988, the former by the San Francisco 
regional office and the latter by Bank Board headquarters in Washington, 
D.C. Banking Committee members sought to establish two factual 
conclusions: (1) that the 1986 examination had revealed Lincoln’s violations 
and shown sufficient cause for regulators to take control of Lincoln; and (2) 
that the 1988 examination was an exercise in political favoritism and a fatally 
flawed effort to keep Lincoln in business. 

Chairman Gonzalez used his opening statement to assail the former head 
of the FHLBB, Danny Wall, for rejecting the San Francisco results. Gonzalez 
supported his accusations by referring to the official record of earlier 
testimony: “The record is clear that Chairman Wall and his key regulatory 
personnel not only ignored the critical warnings, but chose time and again to 
link arms with Charles Keating and Lincoln” (House Banking Committee, 3 rd 
Hearing, p. 2). Ranking minority member Wylie expressed similar 
indignation, also citing the emerging record. After describing Lincoln as a 
“ticking time bomb,” he declared: “Today we need to find out if the second 
exam was looking to get the facts or was it intended to be a whitewash” 
(House Banking Committee, 3 rd Hearing, p. 3). 
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In subsequent testimony, witnesses asserted that the 1988 examination 
had been handled improperly and had given Lincoln preferential treatment. 
According to David Riley, an examiner for the Office of Thrift Supervision 
(OTS): 



My first concern stemmed from a speech that Steve Scott, the 
examiner-in-charge gave to the examiners that first day. Steve Scott 
said that any examiners who had harbored any prejudicial attitude 
toward Lincoln should go home ... I found that very odd, as I had 
never gotten a request like that from an examiner-in-charge before 
(House Banking Committee, 3 rd Hearing, p. 33). 



Riley also alleged that the second team of examiners had not been 
permitted to see the results of the 1986 exam by San Francisco regulators, 
which “was unusual because our routine procedures require us to follow up on 
items that have been criticized in preceding examinations” (House Banking 
Committee, 3 rd Hearing, p. 33). 

Another OTS examiner, Alex Barabolak, returned to a theme from the 
previous hearing, namely, the alleged abuse of Lincoln Savings and Loan by 
American Continental Corporation (ACC), its parent company. He asserted 
that, “ACC siphoned $94 million of improper tax payments from Lincoln, 
payments based on fictitious income” (House Banking Committee, 3 rd 
Hearing, p. 39). 

John Meek, also from OTS, linked the alleged regulatory whitewash to 
the personal greed of Charles Keating: 

Several times ... Mr. Keating stated to me ... that if Lincoln was 
taken overby the Government, the FSLIC [i.e., the federal fund that 
insured thrifts] would lose $2 to $3 billion. At the same time we 
were documenting that Mr. Keating and his family had taken at 
least $34 million in salaries, bonuses, and stock sales, from Lincoln 
and ACC” (House Banking Committee, 3 rd Hearing, p. 42). 



As the hearing drew to a close, congressional inquisitors summarized 
what had been established. Rep. Toby Roth (R-Wisconsin) put the following 
question to the panel of regulatory experts: 

... basically ... Keating used a federally insured S&L to operate a 
carefully planned looting and he had the umbrella of political 
protection to keep you at bay. Does that pretty well summarize it? 

(House Banking Committee, 3 rd Hearing, p. 70) 
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Following an affirmative answer, Roth posed a second question that 
portrayed the Lincoln case as unique: “How many S&L's in your experience 
have been given the favorable treatment that Keating has received? I mean, is 
there another S&L that you can point to and say, ‘This is just like Keating?” 
(House Banking Committee, 3 rd Hearing, p. 70). The witnesses, predictably, 
answered in the negative. 

Rep. Charles Schumer (D-New York) portrayed Lincoln as the exemplar 
of the savings and loan crisis: “if you want to take all of the problems of the 
S&L crisis and distill them into their worst essence, you would find it here in 
Lincoln” (House Banking Committee, 3 rd Hearing, p. 82). Chairman Gonzalez 
echoed Schumer’ s characterization: “The reason that Lincoln has been 
selected is what Mr. Schumer just encapsulated as the prototype case” (House 
Banking Committee, 3 rd Hearing, p. 82). 

Narrative Element Three: Lone Hero (Gray) versus Villains 
(“Keating Five”) 

The fourth hearing (November 7, 1989) featured the testimony of Edwin 
Gray, former chairman of the FHLBB, who was generally considered the 
chief adversary of Lincoln. Hearing transcripts indicate clearly that most 
congressional inquisitors formed an alliance with Gray and credited his 
statements as accurate. Indeed, the Banking Committee treated Gray as an 
heroic figure who had faithfully discharged his official duties at great 
personal cost. 



In accordance with established congressional procedures, Gray had 
submitted a written statement of his testimony prior to the hearing. This 
statement contained direct accusations against five current Senators, as well 
as against the chief savings and loan regulator, Danny Wall. After reading 
these allegations, Rep. Carroll Hubbard (D-Kentucky), a friend of Wall’s, 
protested against the selection of some witnesses, the exclusion of others, 
and the sequencing oftestimony : 



But you haven’t heard from Danny Wall or his assistants. Yet you 
seem to criticize him in every public statement. ... He has had to 
call in reporters ... to try to get his message out to the public, rather 
than be the victim of these continuing hearings which chastise him 
(House BankingCommittee, 4 th Hearing, p. 93). 



Chairman Gonzalez responded: “The gentleman ought to know that 
witnesses have been requested by the committee after interviews by staff and 
an opportunity for each one of the witnesses to discuss with staff whatever 
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testimony they feel is pertinent to the hearings” (House Banking Committee, 
4 th Hearing, p. 94). Gonzalez also reassured Hubbard that Wall and his staff 
would appear to testify. 

During their interrogation of Gray, committee members made reference 
to an incident described in his written statement that became an important 
element of the landmark narrative of Lincoln Savings and Loan. This was a 
meeting on April 2, 1987 that included Gray and four U.S. Senators (Alan 
Cranston, Dennis DeConcini, John McCain, John Glenn) and was arranged by 
a fifth Senator, Donald Riegle. The Senators involved in this gathering had 
gained the nickname “the Keating Five” and had become the object of 
extensive media coverage. Gray accused the Senators of asking him to 
withdraw an official regulation (the direct investment rule) in order to assist 
their “friend” and generous contributor, Charles Keating (House Banking 
Committee, 4 Ih Hearing, pp. 595-601). 

Rep. Hubbard broke ranks with his colleagues by praising each of the 
accused Senators and attacking Gray’s credibility and self-righteousness. 
After Hubbard charged Gray with violations of federal travel regulations, the 
following exchange occurred: 

Mr. Hubbard: It is just to tell a lot of people that you sit here and 
impugn the reputations of four long-time Senators who are not here 
to defend themselves, that you are not without some fault yourself 



Mr. Gray: ... then am I not supposed to tell the truth of what 
happened in that meeting? 



Mr. Hubbard: How do we know you are telling the truth? Your 
version of that meeting is entirely different from the four Senators 
who were there. (House Banking Committee, 4 lh Hearing, p. 118) 



Shortly thereafter, Chairman Gonzalez intervened to defend Gray by 
ruling Hubbard out of order and interpreting his interrogation of Gray as a 
violation of House rules. The following exchange occurred: 

Mr. Hubbard: Your testimony may be flawed too, Mr. Gray. 



The Chairman: The Chair must rule that out of order as an improper 
contention in view of the fact that the witness is under oath, and if 
the gentleman has any evidence to impeach the testimony ... he 
must then advance it. ... 
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Mr. Hubbard: What was it I said that you objected to? ... There is 
nothing improper in what I said, but that is your opinion. 



The Chairman: ... At no time has this Chair permitted the 
badgering, the abuse, or the maltreatment of any witness. ... I 
consider that last remark improper and in violation of that rule of 
courtesy. (House BankingCommittee, 4 lh Hearing, p. 119) 



Late in the hearing, Rep. Schumer reaffirmed the laudatory definition of 
Gray that was favored by a majority of the committee: 

... I find it a little unfair for you to be blamed or excoriated today 
because you were the guy standing on the railroad track waving the 
red flag, and what basically happened is the locomotive came in and 
ran you over. 



And so I think the job you did is one that deserves praise, not 
blame. (House Banking Committee, 4 lh Hearing, p. 143) 



Following Gray's departure, the committee interrogated Lawrence 
Taggart who had been the Savings and Loan Commissioner for California at 
the time when Lincoln was purchased by Keating's American Continental 
Corporation. In sharp contrast to their amicable treatment of Gray, committee 
members grilled Taggart intensively and expressed skepticism at his 
assertions. The sharpest exchange occurred after Taggart proposed an 
explanation at odds with the committee’s reading of events, namely, that the 
entire savings and loan crisis was largely an illusion created by overzealous 
regulators. Taggart went so far as to assert that savings and loan regulators 
had engaged in a “witch hunt” at Lincoln Savings and Loan that caused its 
collapse. In response, Rep. Jim McDermott (D-Washington) asked whether 
Taggart had ever taken a course in accounting, thereby implying that 
Taggart’s views must be the result of ignorance (House Banking Committee, 
4 th Hearing, p. 230). Chairman Gonzalez suggested that Taggart must have 
been an incompetent commissioner, because he had failed to notice a 1979 
consent decree involving Keating and the Securities and Exchange 
Commission (SEC). Rep. Paul Kanjorski (D-Pennsylvania) ridiculed the 
witness by remarking that he intended to create a “Taggart award” for pro- 
business Pollyannas (House Banking Committee, 4 lh Hearing, p. 234). Neither 
Gonzalez nor any committee member, however, cited the rule of courtesy 
used to protect Gray. 
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Narrative Element F our: Lincoln Victimizes Small and 
Elderly Investors 

The fifth hearing (November 14, 1989) added an important dimension to 
the emerging landmark narrative by eliciting testimony from alleged victims 
of Charles Keating and Lincoln. Testimony focused on allegations that ACC 
had deliberately misled investors by giving the impression that corporate 
bonds (subordinated debentures) sold at branches of Lincoln were federally 
insured. There were also charges that ACC had targeted an especially 
vulnerable group of investors, namely, senior citizens, who had lost large 
sums of money when ACC declared bankruptcy and the uninsured bonds 
became worthless. 

Chairman Gonzalez asserted in an opening statement that victims of the 
scheme “were steered away from insured certificates of deposit and toward 
the ACC debentures” (House Banking Committee, 5 th Hearing, p. 4). Ranking 
minority member Wylie expressed outrage that the “designs of just one man 
in the industry can result in thousands of people losing their life savings” 
(House Banking Committee, 5 th Hearing, p. 5). Rep. Schumer charged that, 
“This is the most sordid episode in a long history of sordid episodes that 
Charlie Keating has written” (House Banking Committee, 5 th Hearing, p. 6). 

A panel of witnesses next described severe hardships allegedly caused by 
the uninsured bond scheme. Thus, Frances Rose spoke of her elderly parents: 

... their standard of living has been radically reduced. They can no 
longer enjoy an occasional meal out in a restaurant or the pleasure 
of taking in an afternoon movie .... They have very carefully 
trimmed down all shopping for food and clothing to only the barest 
ofessentials(HouseBankingCommittee, 5 th Hearing, p. 11). 



Shirley Lampel, a widow with serious vision problems, attributed her 
investment losses to Keating’s alleged political influence: “Up against the 
likes of Charles Keating and the influence he was able to buy from elected 
officials ... we didn’t stand a chance. We had been targeted by Keating with 
the help of the Keating Five” (House Banking Committee, 5 th Hearing, p. 16). 
Ramona Jacobs spoke of her frustrated desire to purchase a specially equipped 
van to transport her disabled daughter: “Mr. Keating and his co-conspirators 
had other plans for our money and many other victims’ life savings” (House 
Banking Committee, 5 th Hearing, p. 19). 
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Narrative Element Five: Regional Regulators Vindicated 

At the sixth hearing (November 2 1 , 1989), the committee engaged in a 
tense, sometimes acrimonious exchange with federal savings and loan 
regulators, especially Danny Wall and members of Wall’s staff. In his 
opening statement, chairman Gonzalez returned to a theme established during 
the second hearing, namely, that regulatory failure had enabled Lincoln 
Savings and Loan to operate in a reckless and illegal manner. Gonzalez 
complained that the FHLBB, after rejecting the recommendations of its San 
Francisco regulators to place Lincoln in conservatorship, had settled for a 
weak and ineffective memorandum of understanding. Citing the official 
record generated by the investigation, Gonzalez defended the San Francisco 
regulators and characterized them as irreproachable: 

Some of the testimony to be presented here today suggests that San 
Francisco operates an incompetent shop ... and that its personnel 
are ... promoters of a secret agenda of bias against Lincoln ... this 
seems to stretch credibility pretty far. It goes contrary to findings of 
the Peer Review of the San Francisco Bank and the sworn 
testimony before this committee of examination and supervisory 
personnel from Dallas, Atlanta, Pittsburgh, Chicago, Seattle, and 
Sacramento. It seems to run contrary to basic points made by the 
Chairman of the Securities and Exchange Commission and the 
Chairman of the Federal Deposit Insurance Corporation (House 
Banking Committee, 6 lh Hearing, pp. 5-6). 



Rep. Leach followed with a statement that characterized Charles Keating 
as totally indefensible while accusing Wall of moral cowardice: 

While leader of a moralizing campaign ... against pornography, Mr. 

Keating appears by the record to be an economic pomographer, 
defiling the value of the savings of the elderly ... given license to 
steal by a Bank Board headed by the Neville Chamberlain 3 of 
financial regulation (House Banking Committee, 6 lh Hearing, pp. 6- 
7). 

Like Gonzalez, Leach appealed to the official record of the hearings for 
validation, glossing over the committee’s control of the content of that record. 



3 Neville Chamberlain, a former Prime Minister of the United Kingdom, became notorious for 
sacrificing Czechoslovakia in an attempt to appease Adolf Hitler. 
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Rep. Schumer likewise cast Keating as the central villain of the emerging 
landmark narrative, suggesting in his opening statement that the only 
appropriate attitude toward Keating was moral outrage: 

... I would like to ask Mr. Keating ... how can he continue to live 
his fancy life, take his expensive trips and look himself in the 
mirror? I sit through these hearings ... and I get angrier and angrier 
and angrier. ... As Americans begin to understand the magnitude of 
what happened, I think there is going to be real outrage from coast 
to coast. There’s a good chance that Keating’s name is going to go 
down with Jay Gould, Teapot Dome, Robert Vesco, associated with 
one of the great financial scandals of our time (House Banking 
Committee, 6 th Hearing, p. 12). 



Opening statements were next presented by a panel that included chief 
savings and loan regulator Danny Wall, as well as Rosemary Stewart, 
Director of Enforcement, and Darryl Dochow, Senior Deputy Director for 
Supervision Operations. Each of these witnesses argued that there had been a 
sincere effort to ascertain the facts about Lincoln Savings and to take 
appropriate regulatory action. Each also conceded, however, that Lincoln had 
engaged in deceptive and illegal practices. The witnesses, confronted with the 
committee’s hostility toward Lincoln, defended their earlier regulatory stance 
by asserting that they had also been deceived. 

Rosemary Stewart adopted a tone that would be construed as defiance, 
alleging that her office had been the victim of a series of misrepresentations. 
Stewart explicitly criticized the San Francisco regulators and questioned their 
motives: 

The second area of serious misrepresentation relates to that May 1, 

1987 recommendation for conservatorship or receivership from the 
San Francisco district to the Washington Headquarters .... 



The fact that ... there was not an immediate action to appoint a 
conservator or a receivership has been portrayed by the San 
Francisco witnesses and many members of the press ... as evidence 
that there must have been an improper politically motivated deal 
here. That is absolutely untrue. 



The truth is that the May 1, 1987 memorandum, and the 1986 exam 
which had just been delivered a month before, did not contain 
sufficient evidence to support a conservatorship or receivership. 
(House Banking Committee, 6 lh Hearing, p. 16) 
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Stewart also complained that a letter she signed in connection with the 
Lincoln memorandum of understanding “has probably been more seriously 
misrepresented than anything else ... so distorted that someone should be 
investigated for perjury before this committee” (House Banking Committee, 
6 lh Hearing, p. 22). 

Darryl Dochow defended his decisions by echoing Stewart’s contention 
that the 1986 exam by San Francisco had not provided sufficient grounds for 
action against Lincoln. Dochow, however, also affirmed the views expressed 
by congressional inquisitors, confessing that he had been wrong about the 
case: 



About a month after the [1988] examination started, we ... started 
getting indications about insider transactions ... improper tax 
payments ... were being made from Lincoln to ACC for the 
ultimate benefit of insiders. ... that ... was a turning point for me 
personally. Up to that time, I had believed ... that Mr. Keating was 
not doing illegal things for his own personal benefit. I was proved 
wrong (House Banking Committee, 6 lh Hearing, pp. 35-36). 



Wall reaffirmed the major themes in the statements of both Stewart and 
Dochow, asserting that until 1988 there had not been sufficient information to 
justify a federal takeover of Lincoln. Wall also aligned himself with Banking 
Committee investigators by expressing moral outrage over the deceptive sales 
of ACC bonds in Lincoln Savings and Loan branches: “The subordinated debt 
... was a human tragedy .... I sympathize with the people, the ladies who 
were at this table last week. It is a heart-rending situation ... the worst kind of 
viciousness” (House Banking Committee, 6 th Hearing, p. 52). In conclusion. 
Wall appealed to the exceptional complexity of the Lincoln case and 
suggested that many parties shared responsibility for the regulatory failure 
and the insurance costs borne by taxpayers: 

Why did this problem occur? ... I offer the following reasons: The 
riskiness of Lincoln’s business activities; duplicity of its 
management in hiding its violations; failure of San Francisco to 
obtain more accurate and timely information about Lincoln and its 
holding company American Continental Corporation; ineptitude at 
best of their outside auditors ...; and finally, the inability of San 
Francisco and the Bank Board staff to work cooperatively on this 
case (House Banking Committee, 6 lh Hearing, pp. 53-54). 



Predictably, Banking Committee interrogators rejected the views of the 
witnesses and sought to discredit them. Chairman Gonzalez rebutted Wall by 
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citing a 1987 memo from one of Wall’s own staffers that recommended 
placing Lincoln in conservatorship. Gonzalez then dismissed Dochow’s 
testimony as “a sort of mishmash of obfuscations” (House Banking 
Committee, 6 th Hearing, p. 62). Rep. Leach scolded Wall: “You and your staff 
cannot shirk responsibility” (House Banking Committee, 6 th Hearing, p. 71). 
Rep. Schumer scoffed at the regulators’ claims of toughness: “And for you to 
say ... that you went after Lincoln ‘aggressively’ is making a travesty of that 
word” (House Banking Committee, 6 lh Hearing, p. 101). Rep. Roth echoed 
Schumer’s incredulity: “Mr. Wall, you tell us how tough you arc, but when it 
comes to Mr. Keating, you seem to be rather wimpish” (House Banking 
Committee, 6 th Hearing, p. 104). Rep. Bruce Vento apparently summed up the 
views of the majority of inquisitors, telling the witnesses: “Well, you were all 
wrong, and we want to hear you say that you were wrong” (House Banking 
Committee, 6 th Hearing, p. 153). 

The Banking Committee’s insistence on crediting a particular version of 
events was manifested in an unusual maneuver. Ranking minority member 
Wylie, in response to the testimony by Wall and his associates, raised the 
issue ofperjury: 

Now, there has been some disparity in the testimony here this 
morning between the testimony that we heard last week from Mr. 

Black and Mr. Patriarca and Mr. Cirona [i.e., the San Francisco 
regulators] ... the areas of disagreement and disparity are 
significant enough that someone has perjured themselves (House 
Banking Committee, 6 th Hearing, p. 63). 



Following Wylie’s assertion, Chairman Gonzalez intervened and 
summoned William Black forward to be sworn as a witness. Two Republican 
members of the committee objected to this action, to no avail. 

In subsequent interrogation. Rep. Roth asked chief savings and loan 
regulator Wall: “had you listened to your own regulators in San Francisco, 
rather than Mr. Keating, wouldn’t you have saved the American taxpayers $1 
billion and kept 22,000 people, mainly elderly, from being fleeced by Mr. 
Keating?” (House Banking Committee, 6 lh Hearing, p. 104). Roth then 
elicited Black’s views (already well known from his earlier testimony) as 
confirmation. The following exchange ensued: 

Mr. Roth: ... Mr. Black ... I want to ask you point-blank: As of 
August 1987, did you give your superiors enough information, 
enough evidence ... to close down Lincoln? 
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Mr. Black: Yes ... it was not simply a review of our examination 
findings; it was the review also of Lincoln’s 768-page response ... 
Mr. Smuzynski and Mr. O’Connell ... concluded that Lincoln was 

in an unsafe and Mr. O’Connell They also told thier boss, 

Mr. Dochow, that Lincoln’s management had no credibility ... an 
express legal ground for appointing a conservator or a receiver. . . . 



Mr. Roth: Mr, Wall ... the facts support what this man tells us. 



Mr. Wall: I do not believe the facts are quite that supportive at that 
point in the process. We had unanimous position in Washington that 
said we did not have sufficient basis to take the action . . . 



Mr. Roth: I am sorry. I do not buy that, nor does anyone else on this 
committee (House Banking Committee, 6 th Hearing, p. 65). 



In this way, the majority alliance on the House Banking Committee 
certified the version of reality favored by the San Francisco regulators and 
declared it to be officially true. The congressional inquisitors simultaneously 
rejected alternative narratives about insufficient information or bias by 
regional regulators. 

CONCLUSION 



The foregoing analysis has argued that Lincoln Savings and Loan 
became a special symbol of the savings and loan crisis, despite the facts that it 
was not the largest savings and loan to have failed nor the most costly bailout. 
Mass media organizations, as well as official inquisitors in the U.S. House of 
Representatives, played important roles in creating a landmark narrative about 
Lincoln and Charles H. Keating, the CEO of American Continental 
Corporation. According to this narrative, the enormous greed and 
unscrupulousness of Keating, combined with his political protection, resulted 
in the “looting” of a federally insured savings and loan that cost taxpayers 
more than $2 billion. In the process, Keating and his underlings deceived and 
injured thousands of innocent small investors, many of them senior citizens 
who had been deliberately “targeted.” Adding to the pathos was the heroic 
effort of chief savings and loan regulator Edwin Gray and his colleagues at 
the San Francisco regional office of the Federal Home Loan Bank Board to 
bring Keating under control - an effort doomed because of political 
contributions by Keating. These contributions, according to the narrative, 
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motivated five U.S. Senators to intimidate Gray into withdrawing an 
important regulation. Keating’s alleged political influence was also said to 
have resulted in shameful appeasement by Gray’s successor, Danny Wall. 

The landmark narrative of Lincoln is a combination of a scandal story 
and high tragedy. This tale has considerable appeal, as narrative, because it 
contains elements of engrossing stories generally, especially striking 
personifications of good and evil. On the side of the angels are Edwin Gray, 
an almost Biblical "suffering servant” who subordinated his own conservative 
Republican views to a higher truth, and also the incorruptible savings and loan 
regulators in San Francisco. On the other side are Charles Keating, portrayed 
as arrogant, cunning, deceitful, greedy and insensitive to the pain of small 
investors. Allied with this prince of darkness are public officials corrupted by 
political donations (the “Keating Five” Senators) and morally weak regulators 
(especially Danny Wall). 

Interestingly, in the process of generating this landmark narrative, the 
House Banking Committee also composed a self-portrait. The main image in 
this picture is that of fearless champions of the public interest who set aside 
petty partisanship to reveal the truth and prevent the recurrence of evil. Like 
the prophets of the Judeo-Christian scriptures, the congressional inquisitors 
proclaimed justice for the oppressed and called for judgment against the rich 
and powerful. The Banking Committee implicitly depicted itself as a worthy 
successor to such earlier counterparts as the Senate Watergate Committee or 
the Knapp Commission. 

Like all landmark narratives, the tale of Lincoln as the "prototype” of 
abuses in the savings and loan industry remains vulnerable. Perhaps it will 
continue to have a widespread appeal because of its absorbing plot and 
colorful characters that trigger powerful emotions. Or perhaps it will become 
a target of revisionist analysis, as has happened recently with landmark 
narratives about “Pinto madness” and the shuttle Challenger disaster. Lee and 
Ermann (2002, p.282), for instance, have argued that, “The defining 
characteristic of the Pinto narrative is its misplaced emphasis on individual 
amoral calculation within a focal organization.” This critique is further 
supported by the soul-searching account of Dennis Gioia (1996), who reports 
that his product safety office twice considered recalling the Pinto, but twice 
concluded that there was insufficient evidence to do so. In the same way, 
Vaughan (1996, 2002) has presented a revisionist account of the Challenger 
disaster, asserting that the accepted story of “amorally calculating managers” 
simply does not square with the available evidence. 

When passions have subsided and major participants have passed from 
the scene, future observers may redefine the Lincoln narrative as a rush to 
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judgment by congressional representatives eager to displace blame from 
themselves. For as some Banking Committee members themselves 
acknowledged, there would never have been a Lincoln owned by a 
swashbuckling Charles Keating except for the statutory deregulation enacted 
by Congress itself. Herein lies another tale that awaits the telling. 
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In June 1990, Charles Keating was indicted for violating the California 
Corporations Code §25401, a charge resulting from the issuance of 
subordinated debt securities by the parent company of Lincoln Savings, 
American Continental Corporation (ACC). The state of California alleged that 
Mr. Keating was guilty of defrauding the buyers of ACC bonds by masking 
the worsening financial health of the company. During the trial it became 
clear that, since Mr. Keating had no contact with ACC bond salesmen and 
sold no bonds himself, he could not be convicted under §25401. The judge 
presiding over the trial. Judge Lance Ito (who would later try the O.J. 
Simpson case) ruled that Keating could, however, be found guilty of aiding 
and abetting the violation of §25401. 

After a six month trial, Charles Keating was convicted on seventeen of 
eighteen counts of securities fraud and sentenced to serve ten years in prison. 
That same month federal prosecutors indicted Mr. Keating on seventy-seven 
counts of racketeering and wire, mail, bankruptcy, securities and banking 
fraud. As with the California trial, the federal trial resulted in the conviction 
of Mr. Keating, this time on all seventy-seven charges. Sentenced to twelve 
years in prison (to run concurrently with his previous sentence), he was also 
ordered to pay $122 million in restitution. 

Both of Mr. Keating’s trials were found subsequently to have been 
fatally compromised by a series of errors and violations of due process. After 
having spent five years in prison, Mr. Keating was released after the Court of 
Appeals for the Ninth Circuit reversed his federal conviction and a federal 
district court granted his state petition of habeas corpus. The flaws to 
Keating’s state trial were twofold. The first arose from Judge Ito’s failure to 
properly instruct the jury to include a mens rea requirement in the charge of 
directly violating §25401. This was a breach of due process and a violation of 
Mr. Keating’s legal rights. The second, and perhaps more shocking 
irregularity in the state trial was Judge Ito's decision to allow the jury to 
improperly convict Keating of aiding and abetting ACC salesmen in violating 
§25401 without finding that he had intended to swindle investors. 

The federal trial was compromised by the jury learning of and, more 
importantly, discussing Mr. Keating’s state conviction during the trial. The 
district court had ruled, before Keating’s federal trial, that all evidence of his 
state conviction must be excluded from the federal trial. However, following 
Keating’s conviction the defense learned that four of the jurors knew of Mr. 
Keating’s state conviction before the federal trial began and, according to an 
alternate juror, “discussed the fact that Keating had been previously convicted 
by the State of California.” The Ninth District Court and the Court of Appeals 
of the Ninth District found, in an opinion subsequently upheld by the U.S. 
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Supreme Court, that Mr. Keating’s conviction was fatally poisoned by the 
jurors learning of Keating’s state conviction and reversed his conviction. In its 
ruling on the case, the district court noted that: 

Once ajuror learns of a defendant's prior conviction from any source, 
including pretrial publicity, because of the prejudicial nature of the 
information, the government cannot meet its burden of rebutting the 
presumption of prejudice. (U.S. Court of Appeals for the Ninth Circuit, 
1998) 

The overwhelming volume of pretrial publicity - all of an extremely 
prejudicial nature - suggests that it would have been difficult for any juror to 
not be aware of Keating’s conviction and of the nature of his alleged offenses 
(Table 1). 



Table 1: Prejudicial reporting on Charles Keating. 





Stories appearing 
during Keating’s 
state trial 
(6/90-12/91) 


Stories appearing 
after Keating’s 
state conviction 
and before his 
federal trial 
(12/91-10/92) 


Total appearing 
before Keating's 
federal trial 


Including 
Charles Keating 
and“criminal” 


1,401 


534 


1,935 


Including 
Charles Keating 
and “guilty” 


605 


407 


1,015 


Including 
Charles Keating 
and “crook” 


217 


69 


286 








3,233 



Source: Lexis Nexis 



In addition to presenting allegations of fraudulent business practices - 
practices which Keating was incidentally never convicted of - the media 
focused closely on Keating’s lifestyle and possessions. Journalists made much 
of his personal airplanes and his houses in the Bahamas and invited their 
readers to conclude that these luxuries were purchased with money siphoned 
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off from Lincoln Savings or ACC. These allegations were repeated at 
Keating's trial but were found to be baseless. In actuality, Keating had owned 
the luxury homes and the airplanes for more than 10 years before he even 
made a bid for Lincoln Savings. Furthermore, accounting experts in the 
employ of the government testified at Keating’s trial that the earnings 
statements of Lincoln Savings did not contain a single misreported or 
misstated dollar. 
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Charticle 6 

Impact of Forbearance 

Regulatory Delay and Savings and Loan Failure Costs 




Average Number of Months Tangible Insolvent Before Closure (rhs) 

Source: Barth, James R. and Robert E. Litan (1997). 

Forbearance was the keystone of regulatory policy in the 1980s as 
insolvent savings and loans were allowed to remain open in the hopes 
that they might grow their way out of insolvency. It was, however, to 
be a disastrous policy as putting off prompt resolution caused the 
eventual clean-up to be far more costly than need be. 
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